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Fallacies in the Optimistic View 


V Lewis BASSIE 


Director, Bureau of Economic and Business Research 
University of Illinois 


THE TURN of the year is a time for tak- 
ing stock and looking ahead. This year 
the looking ahead has been much more 
enthusiastic than usual. Recovery from 
the “V-shaped” recession of 1958 has 
convinced the forecasters that there is 
nothing more to fear. They are almost 
unanimous in predicting good things 
ahead. 

The reversal in sentiment from stark 
pessimism to stark optimism was com- 
pleted in less than a year. In early 
1958, business management moved in a 
veritable fright of concern to liquidate 
inventories and to cut costs, and the 
forecasters generally adopted a bearish 
point of view. As recovery in economic 
activity progressed and the stock mar- 
ket drove to new record highs, confi- 
dence returned. Today the overwhelm- 
ing consensus is that the recovery will 
continue throughout 1959 and that this 
year will “bring us to the threshold” of 
the “golden sixties.” 

Underlying these views is a process 
that may be referred to as “forecasting 
by assumption.” It starts by assuming 
a continued rise. Then all the specific 
forecasts tend to agree with the basic 


assumption. Some make the assump- 
tion explicitly; others accept the fore- 
casts of others who have made it, per- 
haps without saying so. Each reinforces 
the others. The long-term assumption 
about the 1960’s seemingly reinforces 
the short-term assumption about 1959. 
The end result, however, has no better 
foundation than the assumption on 
which the whole interlocking structure 
was fabricated. 

Many reasons are cited for adopting 
this key assumption. They vary greatly 
in character and quality, and in many 
cases incorporate fallacies or miscon- 
ceptions. None could actually offer any 
assurance of validity for the forecasts 
derived on this basis. 

Weaknesses in the optimistic ap- 
proach will be pointed out in the fol- 
lowing review of its premises, taking 
up, first, those that rely on general con- 
siderations about the state of the econ- 
omy, and second, those related to the 
behavior of specific economic segments. 
It is not intended to convey in this 
review that the opposite point of view 
has to be adopted, but merely that 
there is no such certainty about the 
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outcome as the unanimity of opinion 
on the favorable side would seem to 
imply. 

The State of the Economy 

Projecting the Short-Term Move- 
ment. A fairly common procedure in 
forecasting the year 1959 is to project 
the “recent trend.” Most commonly, 
“recent trend” means the recovery from 
the lows of last April. Nothing in 
statistical methodology justifies project- 
ing a movement of just a few months 
duration or even warrants calling it a 
trend. Abrupt movements of this kind 
lack the degree of continuity needed to 
make a projection reliable. The prob- 
ability that any such movement will 
continue for more than several months 
must be rated very low in the absence 
of supporting analysis. 

Momentum. The “sheer momentum 
of the economy” is often taken as the 
basis for an optimistic assumption in 
general and for short-term projections 
in particular. This idea, however, has 
little validity in the realm of economics. 
There are some lag components, of 
course, such as the lag of construction 
activity behind contracts and the lag 
of consumption of housing services be- 
hind the completion of new homes. 
Such lags will tend to provide some 
moderate further advance in gross na- 
tional product the months 
ahead. But for some of the faster- 
moving components, such as the inven- 
tory recovery, there is no validity to 
the idea at all. If momentum were 
important, why did the decline end so 
abruptly last spring? 

The decline was brought on most of 
all by the growth of excess capacity in 


during 


many industries and by the extended 
decline in housing from the early 1955 
peak. Cutbacks in military program: 
also contributed. These induced an in- 
ventory sell-off. The swing of inven- 
tories into liquidation alone accountec 
for roughly half of the decline from the 
1957 peak to the 1958 low. The de- 
cline ended when this liquidating move: 
ment ran its course. The subsequent in: 
ventory rebound accounted for roughh 
half of the over-all recovery to the enc 
of the year. Neither of these move 
ments could validly be projected as < 
means of arriving at a forecast. 


Duration of the Recovery. Anothe 
line of reasoning used by the optimist 
relies on comparison of the number o 
months of recovery so far with th 
average number experienced in past re 
coveries. The conclusion that the re 
covery cannot end because it is stil 
young ignores the fact that sometime 
the good die young. The fact is tha 
an average is only a summary of | 
limited number of past observation: 
and even the entire range of observa 
tions from which it was computed : 
only partial experience that cannot es 
clude new experience outside the ok 
served range. 

If one asks, ““How long will it take 
man to paint a house?” he meets 
counter-question, “What man and whi 
house?” This sensible question is ofte 
neglected in economics. Nevertheles 
the differences in circumstances are ju 
as important. Each recovery is base 
upon the action of diverse forces. Son 
are very temporary, others more du 
able; when they are no longer advan 
ing on balance, the recovery enc 
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‘Similarities of forces operating at vari- 
ous times do make for some regularity 
in timing, but any average provides 
only a very rough index of how far a 
movement might go. The important 
thing is to analyze the strategic factors 
from the standpoint of determining 


when their resultant will make a turn. 


Efficacy of Built-In Stabilizers. Still 
another group, made up largely of 
those who believe in “the inevitability 
of inflation,’ pays little attention to 
factors in the private economy because, 
they say, the government will bail us 
out of any decline that might occur. 
They mistakenly cite the experience of 
1958 as having “proved” the efficacy 
of the “built-in stabilizers” and other 
government measures in turning the 
recession around into a quick recovery. 
The fact is that the government cannot 
even control its own programs in the 
interests of stability, let alone stabilize 
the whole economy. 

It is true that the government made 
some substantial contributions to re- 
covery in 1958. Purchases of goods and 
services were stepped up several billion 
dollars at annual rates, and transfer 
payments increased by a similar amount. 
Most of the increase in government 
purchases was not related to the reces- 
sion: Military spending increased as a 
result of the sputniks; farm surpluses 
were bought as a result of record crop 
production; pay increases were granted 
in belated recognition of rising prices 
and incomes in the private economy; 
and state and local programs continued 
to advance in the pattern of the post- 
war boom. These account for most of 
the increase and their contributions 


were basically fortuitous with respect 
to the recession. 

Even transfer payments do not fit the 
thesis. About half of the increase in 
transfer payments was not directly con- 
nected with the recession. It consisted 
of the continued advance in old-age 
pensions; the number of older men and 
women drawing pensions passed the 
12-million mark in 1958 and will be 
continuing up for years to come. Only 
the other half, consisting mainly of 
unemployment compensation, was part 
of the stabilization mechanism proper. 

Detailed analysis of the government 
accounts suggests that only a fourth of 
the 1958 decline was offset by the 
effects of everything that properly be- 
longs in the category of automatic 
stabilizers. No doubt these stabilizers 
will always be supplemented by other 
government actions to counter a de- 
cline. On this occasion, all government 
programs together—whether automatic 
or ad hoc —offset about half the de- 
cline in the private economy. Since 
some of the contributions were depend- 
ent upon the special circumstances of 
the occasion, there is certainly no proof 
in this experience that the next decline 
can be held within equally moderate 
limits. 


Analyzing Major Segments of 
the Economy 

When the major segments of the 
economy are analyzed from the stand- 
point of their possible contributions to 
the level of over-all activity in 1959, 
there is again a distinct lack of justifi- 
cation for all-out enthusiasm. Two 
kinds of consideration are frequently 
overlooked. First, there is a failure to 
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recognize that the economy has moved 
so fast as to give effect already to 
changes that some observers are still 
predicting. Second, there is a miscon- 
ception about the position of stocks 
and about the necessity for preventing 
ample stocks from accumulating into 
excesses. 

Government Programs. It is hardly 
valid, though not uncommon, to project 
government expenditures higher along 
an uninterrupted “trend.” This is not 
appropriate in terms of current dollars 
and much less so in real terms. The rise 
in government programs, especially in 
federal programs, seems definitely to be 
petering out. : 

State and local expenditures are still 
increasing but the advance cannot be 
projected beyond the middle of the 
Neither credit 
other resources of these units is 


year with confidence. 
nor 
unlimited, and financial strains are be- 
ginning to pinch them more and more. 
In the event that their tax revenues 
should begin to decline for any reason, 
expenditure programs would have to be 
cut back. 

The rise in federal purchases of 
goods and services is headed for an 
early end under present programs. 
There is still perhaps $1 billion to go 
in defense expenditures, but other pro- 
grams such as farm price supports are 
passing their peaks and will be at least 
partially offsetting to this minor in- 
crease. Transfer payments are also past 
the point of making positive contribu- 
tions. Unemployment compensation is 


declining. A sharp increase in old-age 
pensions has occurred but this has been 
more than offset by the increase in pay- 
roll taxes, so that the effect on con- 


sumption is a small negative. 

The possibility of actual declines in 
federal spending are suggested by the 
new budget. President Eisenhower has 
asked for a small surplus at the level ot 
$77 billion of expenditures and receipts: 
If expenditures were to be reduced by 
enough to balance the budget for fisca: 
1960 at $77 billion, there is little doub: 
that the economy as a whole woulc 
turn down. 

Fortunately, there is not much likeli 
hood that any such reduction can be 
effected. Last year a similar call for « 
small surplus resulted in a deficit nov 
estimated at $13 billion. Nevertheless 
fear of inflation is strong, and_ the 
budget balancers in Washington wil 
exert great pressure to keep expendi 
tures from rising. The possibility o 
further increases therefore seems to bi 
almost entirely dependent on new in 
ternational disturbances. But even hold 
ing next year’s total to the fiscal 195! 
level would be slightly depressing, sinc 
the gains within the year would b 
retracted. This might be sufficient t 
offset any further increases in state an 
local programs. | 


Even th 
optimists admit that homebuilding | 
too high and will be falling in ‘ou 
As a result of contract awards an 
housing starts already made, this acti\ 


ity will continue strong in the next fe’ 


| 


Residential Construction. 


le Oe ah 
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, months. But the recent rate of starts is 


- 


well above the market that can be ex- 
pected for the next few years and the 


industry is therefore vulnerable. 


generally adequate. . . 


The Commerce-Labor projection of 
1,200,000 housing starts in 1959 may be 
taken as a reasonable point of depar- 


ture for the forecaster. It was worked 


out on the assumptions, first, “of a 


continued rise in the nation’s total out- 


> and second, 


put of goods and services,’ 
“that funds for construction will be 
Since the 
seasonally adjusted rate of starts has 
recently been above 1,300,000, this im- 
plies a decline to under 1,100,000 by 
the end of 1959. Early evidence of the 
decline is available in data on VA and 
FHA applications, which had fallen 


substantially from their summer peaks 


29 


by November. 

In the opening months of 1958, hous- 
ing starts fell to a nine-year low. Then 
the industry was given federal aid, and 
this “shot in the arm” produced a much 
bigger recovery than had been ex- 
pected. The government action pro- 
vided a temporary stimulus in two 
forms: first, improved terms for the 
home buyer, enabling more families to 
become owners, and second, commit- 
ments for mortgage funds to builders, 
enabling them to expand operations 
with little risk of loss. 

With the recovery, these stimuli have 
petered out. As the Commerce-Labor 
report puts it, “money for home mort- 
gages will become less readily available 
at the comparatively low downpay- 


ments and interest rates prevailing in 
1958.” 

The second type of stimulus was 
eliminated for the time being by the 
recent decision to make no more mort- 
gage commitments to builders but only 
to buyers. This will put a crimp in 
speculative building as soon as the exist- 
ing commitments are used up. The first 
Its 
ultimate effect depends on just how 


stimulus is in a sense more basic. 


many additional potential householders 
are enabled to become owners and will 
still desire to do so. Since there is no 
way to determine the number of fam- 
ilies involved, no accurate specification 
of the probable reaction is possible. 
However, the rate of construction is 
sufficiently above the rate of household 
formation to permit both the working 
off of the new backlog and a decline in 
the rate of building. In other words, 
the accumulation of houses that must 
ultimately saturate the market at a 
higher over-all level can begin to de- 
press activity immediately. 

Allowing for the lag of construction 
activity behind starts, homebuilding 
will be at a seasonally adjusted peak 
in the first quarter. Thereafter, it will 
tend to fall off. On a basis consistent 
with the Commerce-Labor projections, 
the decline in physical volume of work 
put in place is likely to be down more 
than $1 billion (in 1957 prices) by the 
last quarter, or enough to offset any 
further increases in government pro- 
grams that might be projected over the 


same period. 


The basic factors in the housing 
cycle suggest that the decline is likely 
to be faster than the official forecast 
indicates. Vacancies have risen signifi- 
cantly during the past year and they 
will rise faster now that the rate of 
building has risen and the rate of 
household formation has fallen. Starts 
may fall at least 10 percent short of the 
Commerce-Labor projection for 1959, 
reaching a new low rate for the decade. 
On the other hand, the hope for sta- 
bilizing this activity exists in the possi- 
bility of new government action. Sev- 
eral new housing bills are expected to 
be introduced early in the new session 
of Congress. 


Business Investment. Recent reports 
indicate that business outlays for new 
plant and equipment have leveled off 
but are no more encouraging than that. 
The latest CGommerce-SEC survey of 
investment plans indicates an increase 
from a rate of $29.6 billion in the third 
quarter to $29.9 billion in the fourth 
quarter and to $30.5 billion in the 
first quarter of 1959. However, the 
preliminary quarterly estimates have 
consistently been too high for almost 
three years, so that these small antici- 
pated increases are of little significance. 

This prospect of a leveling off is 
seemingly confirmed by the National 
Industrial Conference Board survey of 
capital appropriations. These declined 
slightly less than the usual seasonal 
amount in the third quarter of 1958. 
They were only a little below the rate 
of expenditures, indicating that the 
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latter would not fall much further i 
new appropriations remained stable anc 
would rise after the early part of 195 
if new appropriations increased. Th 
lag of expenditures behind appropri 
tions is some six to nine months. 

The only survey data for 1959 nov 
available are those compiled by Mc 
Graw-Hill last October. 
a 0.5 percent increase over 1958. Thi 


They showee¢ 


tiny increase indicates no significant re 
covery, though the movement withii 
the year would be tilted upward rathe 
than down. Many forecasters feel th 
this stable projection is too low. The 
feel that business was not taking fu: 
account of the recovery by October an! 
that its 


an upward revision of plans, as in 195° 


“momentum” will bring abo 


The survey estimates of sales, howeve? 
do not indicate any significant lack 
optimism by reporting business. Manu 
facturing industries consistently antic 
pated increases in physical volume ove 
the 1958 level, amounting on the avet 
age to 9 percent. 

It is possible that business may deci 
to embark on another round of expar 
sion, lifting capital expenditures sul 
stantially. On the other hand, it see 
logical to think that any substantid 
change will depend on what happer 
in other parts of the economy from her 
on. 


Given a stable level of over-a 
production, a further decline in inves 
ment has a much stronger probabilil 
The early 1957 rate 
production has not yet been regaine 
but capacity has expanded at an annu 


than recovery. 
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rate of 4 percent. The margin of excess 


capacity has grown from the point at 


which it first brought on the recession, 
and if over-all output again turns down, 


investment will reinforce the decline. 


Inventories. It is surprising how 
many forecasters are projecting in- 
creases in inventories for 1959. Their 
logic is simple: Inventories have been 
reduced and will have to be rebuilt; 
therefore, an increase in production to 
provide a moderate rate of accumula- 
tion can be counted a plus factor in 
Unfortunately, this 
overly simple logic cannot establish a 
firm case for a favorable forecast. It 
fails to take account of how fast the 


coming months. 


recovery has run, and moderate liqui- 
dation does not by itself create the need 
for renewed accumulation. 

Inventory changes have run a full 
cycle of decline and recovery. The 
latest figures show a moderate rate of 
accumulation. They are now in a posi- 
tion either to move toward a higher 
rate of accumulation or to relapse into 
liquidation, depending upon the will- 
ingness of business to hold inventories 
and the future course of over-all de- 
mand for goods. 

To say that further accumulation is 
called for overlooks the fact that the 
need for inventories is now considerably 
lower. There are three reasons for this: 

(1) At the peak of the price advance 
in i956 and early 1957, inventories 
were built up to too high a level. 

(2) The flow of goods is lower; all 
of the new high in real gross product 


has been made in service items that are 
not included in the flows which deter- 
mine the need for inventories. 

(3) Excess capacity is an alternative 
to inventories; when new supplies can 
be obtained without difficulty, there is 
no need to hold large inventories. 


At the moment business seems to be 
inclined neither toward greater accu- 
mulation nor toward another turn into 
liquidation. The former might occur 
from new international disturbances. It 
might also occur from threats of strikes 
or higher prices; but industries like steel 
and paperboard have already been 
using these threats to push sales and any 
accumulation they induce will merely 
represent borrowing from the future. 
On the other hand, a downturn in the 
demand for goods would probably call 
forth a renewal of liquidation, though 
not necessarily in the panic proportions 
of early 1958. 


Consumer Expenditures. The opti- 
mists expect spending by consumers to 
advance in 1959 for two reasons: The 
first is the normal reaction of consumer 
expenditures to rising incomes and pop- 
ulation; with this there can be no 
quarrel other than the question of 
whether income will be rising. The 
second is an autonomous increase pre- 
sumed to derive from the “fact” that 
spending in 1958, especially for autos, 
was “too low.” Some even magnify 
this “autonomous increase” by an as- 
sumed “multiplier effect’ and thus 
make the whole course of further re- 


covery primarily dependent upon con- 


sumption. Rarely is this good forecast- 
ing procedure. 

Looking at the third-quarter data, 
with consumer savings reported at 
$22.5 billion, it might have seemed that 
consumption was low. In the fourth 
quarter, ad- 
vanced much faster than personal in- 
come, dropping savings back to the $19 
billion level of the first half of 1958. 
Since personal income was at a new 


however, expenditures 


high, so low a level of savings indicates 
an excess of expenditures rather than 
any deficiency. Forecasting an advance 
on the basis that the saving rate should 
fall is therefore forecasting something 
that has already happened; its relevance 
to the future, if any, is on the other 
side of the outlook. 

It is true that auto sales were rather 
severely depressed in 1958. This might 
be interpreted in part as a reaction to 
Whatever the merits 
of any such argument, the industry is 
now forecasting a 25 to 30 percent in- 
crease in domestic sales from the 4.3 
million for 1958, putting total sales for 
1959, including imports, in the range of 
5.5 to 6.0 million cars. Thi 


earlier excesses. 


This seems to 
be a reasonable estimate, given the state 
of public confidence resulting from high 
incomes and high capital gains. What 
tends to be overlooked, however, is that 
this level of sales will not provide a 
further stimulus for the economy; pro- 
duction in December was already up to 
an annual rate of 7 million cars. 
Similar conclusions are reached by 
In No- 


considering consumer credit. 
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| 
vember, credit was expanding at a rat 
of $1.5 billion. In December, the rat 
was $4 billion. This switch to cred 
buying helps to explain the drop i: 
savings. It does not encourage an opt: 
mistic view of prospects, because cred 
is now in position to reverse again wit 
depressing effects. 

The best that ought to be assume 
about consumption for 1959 is that 
will tend to stay in line with income. “| 

{ 
Deflation Is the Real Danger 

The conclusion derived from th 
analysis is that the early months of 195 
look reasonably secure but after t 
first quarter continuation of recovery _ 
by no means the only possible outcom: 
Some of the most important factors i 
the situation will then be moving dow; 
others up. Most could move in eithe 
direction. Within the next few mont 
a delicate balance between rising a 
falling segments is likely to be reachee 
How long the economy can stand sti 
in that position is questionable. Unle 
it can move ahead, it will tend to fa 
back into a new slump. 

In other words, it looks as if the r 
covery is stalled right now, in this fi 
quarter of 1959. From here, we mig} 
move ahead, provided there is som 
thing to move the economy, but 
cannot see what it might be. Fro 
here, we might also begin to fall ba¢ 
again, and there is an inherent tenden 
toward decline that begins to oper 
in any period of high-level prosperi 
without growth. For in the te | 
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phase of the business cycle, time is on 


- 


the side of market saturation. 


This 
inevitably brings the boom to an end 
and in it lies the danger to the economy 


in 1959. 


If we accept, provisionally, the com- 
ponent forecasts of those who express 
reasonably optimistic views, the over-all 
result is not a cause for great rejoicing. 
For example, suppose we assume that 

(1) 


hold firm after reaching a peak later 


Government expenditures will 


this year. 

(2) Homebuilding will decline only 
a little after the first quarter in accord- 
ance with the Commerce-Labor pro- 
jections. 

(3) Business investment will be tilted 
slightly upward in accordance with the 
McGraw-Hill survey. 

(4) The net foreign balance, which 
has been relatively steady in recent 
months, will fall a little as a result of 
increasingly competitive conditions 
throughout the Western World. 

(5) Inventory accumulation will hold 
steady at an estimated fourth-quarter 
rate of $1 billion. 

(6) Auto sales of 5.7 million cars 
will be realized in accordance with in- 
dustry estimates. 


The result of these assumptions is a 
forecast of extraordinary stability 
through 1959 — with real gross national 
product holding just $4 billion above 
the fourth-quarter rate of $454 billion. 
Some economists, following this ap- 
proach, expect the V-shaped recession 


11 


and recovery to end on a plateau, form- 
ing a kind of square-root sign. 

Since the fourth-quarter rate is 
slightly below the peak in the spring of 
1957 in real terms, the new high to be 
attained would be less than 1 percent 
above the previous high. This projected 
increase in output of 1 percent over the 
two years from 1957 to 1959 is hardly 
an impressive advance. What the econ- 
omy demonstrated in the last year and 
a half was more instability than 
strength. 

With efficiency increasing, develop- 
ments since the 1957 high have re- 
sulted in a decline of more than a 
million in employment of workers by 
nonagricultural establishments. Unem- 
ployment has increased correspondingly. 
If output does not increase in the com- 
ing year, rising productivity and growth 
in the labor force will increase unem- 
ployment by another million. 

The actual results might deviate from 
this in either direction, for reasons in- 
dicated above. It would be surprising 
if stability were possible for so long as 
a year under present conditions. The 
economy will constantly tend to break 
away, either into new high ground or 
into another slump. Barring significant 
increases in government programs, the 
latter seems more probable. For there 
is nothing in stability to set off a new 
burst of confidence, but under stable 
conditions the constant accumulation of 
structures and equipment of all kinds 
tends to set in motion the forces of de- 
flation. In this case, the V of 1957-58 
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might turn out to be the middle part of 
an M. 

For this reason, the excessive opti- 
mism of the day is very disturbing, be- 
cause its disappointment might produce 
a violent reaction. When highly inflam- 
mable fuel in the form of a psycholog- 
ical shock is added to a smoldering fire, 
the resulting blaze may be more intense 
than is necesary or desirable. The stock 


market can hardly hold to present level 
unless expansion into new high groun 
is to continue; and if the market shoul: 
again topple, its fall would be a shoc 
to the whole economy. The resultin 
extreme of pessimism would then pu 
all segments of the private economy ur 
der pressure to make concerted contr: 
butions toward deeper depression. 


ath ney ane 


Treasury Bills Only? A Compromise* 


RoBERT HANEY ScortT 


Instructor of Economics, Kansas State College 


SINCE the Federal Open Market Com- 
mittee’s final acceptance of the Craft 
Subcommittee report in September, 
1953, there have been only three oc- 
casions on which the Federal Reserve 
has traded, for its own account, govern- 
ment securities other than Treasury 
bills.? Thus, the Open Market Com- 
mittee has adhered to the subcommittee 
recommendation that open market op- 
erations be confined to “bills only” ex- 
cept under unusual circumstances. This 
policy has elicited much criticism, es- 
pecially from academicians.* Support 


* The author wishes to thank S. T. Beza 
and I. O. Scott for many helpful comments, 
but the opinions expressed are, of course, 
his own. 

‘United States Monetary Policy: Recent 
Thinking and Experience, Hearings Before 
the Subcommittee on Economic Stabiliza- 
tion of the Joint Committee on the Eco- 
nomic Report, 83rd Congress, 2nd Session, 
December 6 and 7, 1954, p. 260. Herein- 
after referred to as Hearings. 

*In December, 1955, the Federal Reserve 
purchased $167 million of a one-year, 2% 
percent certificate on a when-issued basis, 
as well as bills, in support of a $12 billion 
exchange offering. In early 1957 certificates 
were sold because the System’s portfolio was 
low on bills. During the statement weck 
ending July 23, 1958, the System purchased 
$1.3 billion of various maturities to support 
a deteriorating market. 

* See Dean Carson, “Recent Open Market 
Committee Policy and Technique,” Quar- 


for the policy is expressed by the Board 
of Governors as well as by certain gov- 
ernment securities dealers. A new ap- 
proach to the question will be pre- 
sented here. 

Through its ability to change the 


terly Journal of Economics, Vol. 69 (August, 
1955), pp. 321-42; Alvin H. Hansen, 
“Monetary Policy,’ Review of Economics 
and Statistics, Vol. 37 (May, 1955), pp. 
110-19; Allan Sproul, “Remarks Before the 
51st Annual Convention of New Jersey 
Bankers’ Association,” Atlantic City, N. J., 
May 6, 1954; Sidney Weintraub, ‘‘Mone- 
tary Policy: A Comment,” Review of Eco- 
nomics and Statistics, Vol. 37 (August, 
1955), pp. 292-96; C. R. Whittlesey, ““Cen- 
tral Bank Policy in the Light of Recent 
American Experience,’ Weltwirtschaftliches 
Archiv, Band 78, 1957, pp. 17-44, and 
“Monetary Policy and Economic Change,” 
Review of Economics and Statistics, Vol. 39 
(February, 1957), pp. 31-39; and Elmer 
Wood, “Recent Monetary Policies,” Journal 
of Finance, Vol. 10 (September, 1955), pp. 
315-25. 

*See A. G. Lanston and Company, Weekly 
Letter, December 16, 1955, and February 
10, 1956; A. G. Lanston, an address before 
the Investment Group of Hartford, Hart- 
ford, Connecticut, January 11, 1956; Win- 
field W. Riefler, “Monetary Policy,” an 
address at the University of Chicago, April 
23, 1954, and “Should the Federal Reserve 
Buy Long-term Securities?” a paper de- 
livered at the Money and Banking Work- 
shop, Federal Reserve Bank of Minneapolis, 
May 3, 1958; and William McChesney 
Martin, Jr., interview in U. S. News and 
World Report, February 11, 1955. 
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volume of member bank reserves, the 
Federal Reserve System has the power 
to bring about changes in the level of 
interest rates which aid in the achieve- 
ment of certain broad economic aims 
such as the stabilization of the price 
level. In question is the technique used 
by Federal Reserve authorities to alter 
the volume of reserves. Up to the pres- 
ent time three approaches have been 
suggested : 

(1) Frequent and minute changes in 
This might be 
called the “pure” monetary approach. 
It is considered to be “pure” because 
System authorities may change the vol- 


reserve requirements. 


ume of reserves without intervening in 
the market for a particular security, 
and therefore, without having a direct 
influence upon the price of that secur- 
ity, as is the case when open market 
operations are used. That is, demand 
and supply forces in the money market 
would be the sole determinants of the 
level and pattern of interest rates. 

This procedure is discarded as a 
means of adjusting the volume of re- 
serves because of the mechanical diffi- 
culties involved in implementing rt At 
does not allow that continuous ‘“prob- 
ing” into money market conditions per- 
mitted by open market operations. 

(2) Trading “bills only.” The pro- 
ponents of this approach have decided 
that, barring the possibility of complete 
nonintervention in the money market, 
they would try for least-intervention by 
trading in the “nearest thing to money,” 
13-week Treasury bills. This procedure, 
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i 
| 
| 
. 
it is claimed, minimizes the “uncer: 
tainty” of dealers in government securii 
ties regarding activities of the Federa. 


Thus, ii 
helps augment the “depth, breadth anc 


Open Market Committee. 


resiliency’® of the market for govern: 
ment securities as dealers feel free te 
“make” a market without fear of diss 
ruptive System trading. | 
Critics of the “bills only” approack 
point out that least-intervention is, ney 
ertheless, some-intervention, and may 
be much-intervention if the volume o: 
trading is large. When the Syste : 
trades short-term securities, it alters the 
relative supply of each type of debt in 
strument outstanding, and therefore, ii 
alters the pattern of security prices 
Furthermore, lags may exist in the ad! 
justment of the pattern of prices an 
inhibit price movements in the long 
term sector of the market which the Sys: 
tem authorities may desire to achieve. 
(3) 


Under this approach, open market trad! 


Intervention in all maturities 
ing would be carried on in all maturii 
ties for the express purpose of setting 
the entire pattern of prices and interes 
rates in order to achieve some economi 
goal. If, for example, the Federal Re 
serve authorities felt that the mortgag¢ 
market needed bolstering, they woul 
buy long-term securities and force - 
long-term rate of interest down. Thus 
specific economic situations may be at 
tacked directly and rapidly. 


: : 
However, such outright manipula 


° Hearings, p. 259. 
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_ tion of the money market raises serious 
questions about the allocation of re- 
sources which “interventionist” propo- 
nents have not answered. Why, for 
example, should mortgage credit be 
‘given preference over, say, consumer 
installment credit? 


I. 


It is assumed that the Federal Re- 
serve System will continue to rely upon 
open market operations as the principal 
tool of control over the money supply 
and that changes in reserve require- 
ments will be used only under excep- 
tional circumstances in which relatively 
drastic action is required. It is further 
assumed that, so far as possible, it is 
desirable to allow competitive market 
forces of demand and supply to set the 
pattern of interest rates, so that System 
authorities are relieved of making cer- 
tain decisions concerning the allocation 
of resources.° 


° In order to comply with the requirements 
of certain stabilization objectives, the Fed- 
eral Reserve Board is interested in changing 
the level of interest rates and is, therefore, 
involved in making decisions concerning the 
allocation of resources between (say) in- 
vestment and consumption. But when its 
actions affect the pattern as well as the level 
of interest rates, there are effects upon the 
allocation of resources between (say) long- 
term mortgage financing and short-term in- 
ventory financing. Thus, the assumption 
being made is that it is desirable to have 
monetary policy operate in a manner as 
indirect as possible. 

Furthermore, it is recognized that the 
extensive actions of the Treasury (and 
Congress) enable it to alter both the pat- 
tern and level of interest rates. Hence, the 
important question of the independence of 


Given these conditions, a fourth pro- 
cedure for altering the volume of re- 
serves is suggested in this paper. It will 
be called the “broadside” approach. It 
is proposed that the Federal Open 
Market Committee adopt some flexible 
rule-of-thumb under which a set per- 
centage of each outstanding Treasury 
issue” is traded whenever the committee 
wishes to adjust the volume of reserves. 
The percentage of each maturity traded 
would be determined by the total 
amount of each maturity outstanding.® 

The aim of this “broadside” ap- 
proach is to achieve the least possible 
amount of intervention in the pattern 
of rates when open market operations 
are used to adjust the volume of re- 
serves. Since, in the final analysis, any 
change in the “tightness” or “ease” of 
the money supply is reflected not in 
changes in the volume of reserves but 
in changes in the level of interest rates, 


the two monetary authorities is relevant to 
the issue at hand. However, for the pur- 
poses of this paper, it is assumed that the 
present institutional arrangements will ob- 
tain. Under these, the Treasury is on its 
own in the absence of “disorderly” condi- 
tions in the government securities sector of 
the money market. 

™Since there are some sixty issues out- 
standing, the desired effect could be 
achieved by operating according to maturity 
groups, each of which includes several issues. 
For example, a possible classification would 
be (1) 91 days or less, (2) 92 days to one 
year, (3) one to five years, and (4) over 
five years. 

5 Those marketable and convertible direct 
public issues held outside of the Treasury, 
federal government agencies and trust funds, 
and the Federal Reserve Banks are consid- 
ered to be outstanding issues for the pur- 
poses of this paper. 
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the aim of the “broadside” approach 
may be viewed differently, that is, to 
put some amount of pressure all along 
the yield curve. 

The following discussion of some of 
the elements of the controversy point 
out the inherent superiority of the 
“broadside” approach. 


II. 

Since changes in the supply of bills 
will usually result in a change in bill 
yields, the System must, in any sizable 
trade, accept partial responsibility for 
setting the pattern of interest rates. 
Since the “broadside” approach does 
not change the relative supply of dif- 
ferent outstanding maturities, and since 
only a small amount of any one matur- 
ity would be traded, less intervention 
into the pattern of rates would result 
under a given amount of “broadside” 
trading than would result from the 
same amount of bill trading. Thus, the 
“broadside” approach comes nearer to 
achieving the “least-intervention” into 
the pattern of rates desired by “bills 
only” protagonists.° ; 

*“Broadsiding™ would, of course, not be 
completely “neutral” in its effect on the pat- 
tern of rates. An equiproportional change 
in the supplies of different securities may 
have some effect on the relative prices of 
securities. But since only a small amount of 
any one maturity (or maturity group) 
would be involved even when System 
authorities desire to bring about relatively 
large changes in the volume of member 
bank reserves, the effect might be negligible 
or at least much smaller than the effect on 
yields of a trade accomplished in a single 
maturity. 


III. | 

System open market trading may dis 
rupt the orderly conditions of the gov 
ernment securities market. The larg 
the volume of trading, the more disru 
When the Syste: 
deals only in one maturity the amour 


tive it would be. 


of disruptive influence depends not onl 
on the volume of trading but also 0: 
the effectiveness of arbitrage operatio 
in the market. If the market for gov 
ernment securities is, in fact, deep 
broad, and resilient, then arbitrage op 
erations will quickly respond and som 
pressure on the prices of every maturit 
will be felt immediately. 

Anti-“bills only” spokesmen _believ: 
that arbitrage operations are beset wit! 
It will be noted tha 
with implementation of the “broadside 
approach, the question of the effective 
ness of arbitrage operations declines 1 
importance. This is because, first, onl 
a small amount of any one maturit 
would be involved in the trade, an 


significant lags.*° 


second, some pressure on the prices c¢ 
every maturity would exist which woul 
tend to do away with the need fc 
effective arbitrage. 


* Hansen, loc. cit., p. 110. Professor Har 
sen argues that if arbitrage is indeed effe 
tive then the market could be entered at ar 
point with a small amount of disruptive in 
fluence. But the market would form a diffe 
ent yield curve if the System traded : 
bonds rather than in bills. Moreover, tk 
proponents of “bills only” are concerne 
about the fact that a given trade in lon 
term securities will cause a greater fluctu 
tion in their prices than a trade in shor 
terms will cause in the prices of short-ter 
securities. 


oS 


» 
g 
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IV. : 
Those who support the “bills only” 


doctrine argue that dealers’ uncertainty 


regarding Federal Reserve action, when 
it takes the form of trading in all ma- 


turities, keeps them from “making” a 


market, and under such circumstances, 
In 


contrast, supposedly, a strong and resili- 


the dealers become mere brokers. 


ent government securities market can 
be developed under the “bills only” 
policy,*t under which dealers may in- 
ventory government securities without 
fear of Federal Reserve, action in long- 
term issues which would upset their 
expectations and leave them incapable 
of judging the market situation. It is 
true that possible arbitrage operations 
would be profitable to dealers. For ex- 
ample, if the Federal Reserve bought 
short-term issues, dealers could buy 
long-term securities and, eventually, 
make capital gains. However, if tight 
money is the order of the day and the 
Federal Reserve sells securities, dealers 
would reduce their stock of long-terms 
with the expectation of buying them 
back at a lower price in the future. 
Uncertainty may be classified in two 
ways. First, there is uncertainty about 
the trend of interest rates (security 
prices). Second, there is uncertainty 
concerning Federal Reserve action that 
may affect the pattern of rates. Dealers 
fee] that System “dabbling” in different 
maturities at different times increases 


uncertainty regarding the structure of 


" Hearings, p. 284. 
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rates, and therefore, hinders the devel- 
opment of a strong government securi- 
ties market. If the “broadside” policy 
were followed, and provided the Fed- 
eral Reserve found the proper mix of 
maturities to trade, uncertainty of this 
type would be no greater than under 
“bills only.” Dealers would have to be 
adept in judging the true market forces 
at work in setting the pattern of rates. 
Any gains from arbitrage operations 
would have to be won by carefully 
watching market forces, not by “follow- 
ing” the Federal Reserve. 

System authorities may, at times, 
find it desirable to create some uncer- 
tainty about the trend of interest rates. 
According to the availability doctrine, 
a small change in interest rates will 
alter the value of bond holdings and 
have a “locking-in” effect as traders 
“wait and see” what is to be the trend. 
The Federal Reserve would be more 
effective in creating this type of uncer- 
tainty under the “broadside” approach 
than it is under the “bills only” ap- 
proach, because under the latter, bond 
trading may not be used as a means of 
obtaining immediate and direct influ- 
ence on the value of the portfolios of 
Thus, the 
“broadside” approach helps to elimi- 


institutional bondholders. 


nate the undesirable type of uncertainty 
that arises from “dabbling” in the mar- 
ket and it allows the Reserve to create 
the desirable type of uncertainty pre- 
scribed by the availability doctrine. 


V. 


As the “bills only” policy has been 
expounded, following it to the extreme 
would imply having the Reserve au- 
thorities trade, not merely in Treasury 
bills, but in that one specific Treasury 
issue which is nearest maturity. At any 
one time there are at least thirteen 
different issues of Treasury bills out- 
standing as well as, perhaps, a note or 
certificate issue maturing within 91 
days. How does the Account Manage- 
ment of the Federal Open Market 
Committee decide which of these ma- 
turities to trade? 


. .. Its approach to the market is gov- 
erned by two overriding considerations. 
First, it must trade with all the dealers on 
a freely competitive basis . . . Second, the 
Account Management must give some 
weight, if the size and variety of dealers’ 
offerings are great enough to permit any 
leeway, to the need for maintaining a 
maturity distribution of the portfolio that 
will best contribute to the practical admin- 
istration of the Account over the months 
ahead. This means that when the Account 
holds no bills of a particular weekly issue, 
perhaps because it had let the preceding 
issue run off at maturity in order to absorb 
reserves at that earlier time, some prefer- 
ence would be given to restoring a moder- 
ate holding of that particular maturity, all 
other things being equal. There are other 
similar operating considerations that have 
to be taken into account.” 


These operating considerations are, 
of course, of the utmost importance in 
maintaining efficiency in the manage- 
ment of the open market account. Are 

* Robert V. Roosa, Federal Reserve O per- 
ations in the Money and Government Se- 


curities Market (Federal Reserve Bank of 
New York, July, 1956), p. 81. 
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there other considerations involved ir 
choosing a particular bill maturity? 
Evidently there are, since the prices 0: 
different bill maturities may vary sig: 
nificantly. For example, those bills tha 
mature near December 31 will com: 
mand a high relative price because 
banks like to build up cash as a window 
dressing for year-end balance sheets 
The same is also true of those maturing 
near quarterly dates for corporation tax 
payments. If the yield curve of differ? 
ent bill maturities is used as a frame 6b 
reference, one might ask if Federai 
Open Market trading, confined to bills: 
could be considered “dabbling” in the 
bill market. 

Under the “broadside” approach, in 
case current policy demanded sales 03 
securities and the System portfolio dic 
not contain any of a particular issue or 
any issue in a particular maturity range. 
then of course nothing could be done 
On the other hand, if the 
“broadside” approach had been used in 
previous purchases of securities, the 


about it. 


System would probably hold some ot 
practically all maturities. 

It has been noted that at any one 
time Treasury bills may be in shor 
supply.** Since, in early 1957, the Sys: 
tem sold certificates because its holding: 
of bills were so low, after having fol 
lowed “tight” monetary policy for sucl 
an extended period of time, considera 
tions of this sort cannot be lightly dis 
The “broadside” approacl 
would again alleviate the problem. 


missed. 


* Rudolf Smutny, Hearings, p. 77. 


<ot 


VA. ; 


_ Professor Hansen warned that in the 
event of a downturn, if the System en- 
ters only the short-term market, signifi- 
cant lags may keep the long-term rates 
from falling soon enough to stimulate 
the level of investment.** This argu- 
ment applies to inflationary conditions 
as well. Had his advice been heeded, 
would the 1956-57 inflation have been 
held under control by monetary policy 
tools? A look at the data, and at the 
concerted opinions expressed by Mr. 
Humphrey and even Mr. Martin, indi- 
cates this question must be answered in 
the affirmative.’® 

The spread between interest rates on 
Treasury bills and long-term govern- 
ment securities narrowed almost con- 
tinuously after mid-1954, until, for the 
week ending September 13, 1957, they 
were both at 3% percent.'® The theory 
of the structure of the yield curve shows 
that except in unusual circumstances 
the greater liquidity of the short-term 
maturities will produce lower yields on 
them than will be commanded by the 
longer-term issues. 

From the fourth quarter of 1954 to 
the fourth quarter of 1955, the season- 
ally adjusted quarterly totals indicate 
that gross private domestic investment 
spending increased from $52.3 billion to 


* Hansen, loc. cit., p. 111. 

© Senate Finance Hearings in July and 
August, 1957. Especially as reported in The 
Economist, July 13, 1957, p. 125. 

“Federal Reserve Bulletin, 
1957, p. 1038. 


September, 
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$67.6 billion, an increase in the annual 
rate of investment spending by $15.3 
billion.** Gross private domestic invest- 
ment then held relatively steady during 
1956 and 1957. However, the inflation- 
ary trend began only after February, 
1956, at which time the consumer price 
index stood at 114.6 (1947-49 = 100). 
It has increased nearly every month 
since that date. 

Thus, the great spurt of investment 
occurred in 1955 whereas the price in- 
creases occurred in 1956 and 1957. 
Both Humphrey and Martin have ex- 
pressed the belief that the inflation was 
primarily due to the lagged effect on 
prices of this 
spending. At this point it is crucial to 
note that the “tight” money policy was 
first implemented in April, 1955, if one 
takes the increase in the rediscount rate 
as an indicator. This was soon after the 


previous investment 


investment spurt began, and nearly a 
year before prices started to rise. 

Why was there no slowing-down ef- 
fect on investment spending in the last 
half of 1955? The interest rate on long- 
term government securities not only 
failed to increase, but actually declined 
in the last half of 1955 and began to 
move up only in the second quarter of 
1956. Had the “broadside” approach 
been taken in 1955, perhaps the pres- 
sure in the long-term sector of the mar- 
ket that it implies would have been 
sufficient to hold the lid on the volume 


" Survey of Current Business, July, 1958, 
pp. 14-15. 
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of investment spending, and the infla- 
tionary trend might have been nipped 
in the bud. 

After the recession began in the fall 
of 1957, a policy of easier money was 
followed. Market yields on Treasury 
short-term maturities fell from an aver- 


age of 3.58 in October, 1957, to a low 
.83 in June, 1958, while yields on long 
terms fell from 3.74 to 3.15 over th 
same period. Once again, 


it woulé 
seem desirable to have had some pres 
sure placed at every point in the man 
ket, rather than all at the short end. 


The Jacob H. Hollander Economic Library: 


the Monument of a Man and His Science* 
TOF. Ber 


Professor of Economics and Chairman of Department 
University of Illinois 


THE PURPOSE of this paper is to give 
public recognition to the acquisition by 
the University of Illinois of one of the 
of the 


world, the Jacob Hollander Economics 


great economics collections 


Library. Funds were provided from 
several sources within the University to 
purchase the collection. By the mere 
physical transfer of 65 crates of books 
from Baltimore, Maryland, our already 
rich collection of works on economics 
has been enhanced to an extent which 
no one can accurately describe. ‘Thanks 


to the scholarship and discrimination of 


two great economics professors, Presi- 


* This paper was presented at the com- 
memoration of the acquisition of the Jacob 
H. Hollander Economics Library by the 
Library of the University of Illinois, Decem- 
ber 18, 1958. 

The author wishes to acknowledge the 
assistance of Broadus Mitchell, John H. 
Whitney visiting professor of economic his- 
tory, Hofstra College, and to thank Miss 
Mary J. MacDonald for her tireless efforts 
in checking the accuracy of statements and 
sources. 


dent David Kinley and Professor Na- 
than A. Weston, our library is unusually 
At their 


deaths their private libraries were given 


rich in economic materials. 


to the University, thus adding their 
personal and prized items to its collec- 
The Hollander Collection, to- 
gether with our present holdings, pro- 


tion. 


vides an economics library which in 
quality of research materials has few 
rivals. 

We should pay tribute to anyone who 
has the acumen, skill, knowledge of his 
subject, time, patience, perseverance, 
and resources to build a great private 
library. There are great book collec- 
tions in every field of learning which 
bear names familiar to many of us. In 
the field of economics, however, they 
are less numerous. Scholars regard the 
collection of the Austrian Professor 
Karl Menger as the greatest private 
economics collection ever assembled. It 
Handels Universitat 


is now in the 
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(School of Commerce) of the Univer- 
sity of Tokyo. The same university also 
owns some 304 volumes from the li- 
brary of Adam Smith. These volumes 
are, however, of interest primarily be- 
cause of the value attached to the 
Adam Smith bookplate. Probably the 
greatest private library in both quantity 
and quality in this country was that of 
the late Professor E. R. A. Seligman, 
now known as the Seligman Collection, 
which is in Columbia University. The 
Hollander Collection, though not as 
large in total number of items, is richer 
in certain areas of scholarly interest. 

In England, one of the great collec- 
tors was Foxwell at Cambridge, where 
his volumes are now; it was this same 
Foxwell who provided the first volumes 
of the Kress Library of historical eco- 
nomics now in the collection of the 
Baker Library at the Harvard Graduate 
School of Business. Another English- 
man, James Bonar, gave his beloved 
volumes to the Goldsmiths Library in 
the London School of Economics and 
his duplicates to the University of Glas- 
gow. The splendid collection of Lord 
Keynes was given to Kings College, 
Cambridge University, England. 

Scholars are entitled to disagree on 
what constitutes greatness in book col- 
lections, whether in art, literature, and 
music, or in economics. It is reasonably 
certain, however, that the Hollander 


Economics Library ranks within the 


first three in this country and in the 
| 


first six or eight in the world. 


I. 

Let us look at the man whose extra- 
ordinary labors were devoted to collect- 
ing these bound fragments of time. 
Jacob Harry Hollander, (1871-1940). 
was born and reared in Baltimore. 
Maryland. He graduated from the 
Johns Hopkins University in 1891, and 
armed with letters of introduction to 
the great James Bonar, Henry Higgs. 
and other leading economists, he made 
his first trip to Europe in the summer 
of 1892. He was just 21 at the time. 
This was the beginning of many fruitfu. 
trips to London’s booksellers and_ the 
British Museum, and the start of many 
friendships with leading English econ. 
omists— Marshall, Edgeworth, Foxwell 
and others. The crossing was made ir 
what Hollander later called a “cattle: 
boat” — round-trip fare, $81.00 —- anc 
by his own admission he “lived thriftih 
on 28 shillings a week.” He toiled fron 
opening hour to closing time in thi 
British Museum and reveled in the lux 
ury of the yellowing sheets in the Peri 
odical and Manuscript room. Th 
booksellers’ shelves were searched fo 
rare items and hard bargains were fre 
quently driven. In his own words, “th 
young scholar [referring to himsel! 
moaned at having to pay 20 shilling 
for the first edition of the Wealth « 
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Nations.”+ The present collection has 
two first-edition volumes, thus increas- 


ing the total first editions of this rare 


_ work in the University of Illinois Li- 


_ Issue of Godwin’s 


brary to four. He suffered mental an- 
guish in refusing to pay the same price 
(20 shillings, $4.86) for the original 
Political Justice 
(1793). This volume was priced at 3 
guineas (or about $15.00) when it was 
published because the author did not 
want it to be bought and read by the 
poor for fear of its revolutionary effect. 

But this was in his younger and more 
impecunious years. As should be true 
with economists, but alas, is too often 
not the case, he became more affluent 
over the years and the asking price for 
a rare book or manuscript became less 
an obstacle if it were needed to fill out 
an author’s works or was a genuinely 
rare and valuable item. The pieces in 
the personalia part of the collection in- 
clude the priceless Tassie medallion of 
Adam Smith in the original enamel. A 
proof copy of Phillips’ benign Ricardo 
was found in a cubbyhole shop in Lon- 
don as was the Linnell portrait of 
Malthus and a mint print of John 
Houblon, the first Governor of the 
Bank of England. In addition there are 
mezzoprints, 


some sixty engravings, 


photogravures, etchings, and _ photo- 


graphs, most of which are framed, of 


‘Jacob H. Hollander, “An Economist 
Meets London,” Education, Vol. 60, No. 7 
(March, 1940), pp. 385-86. 
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famous men from the time of Sir 
Thomas Gresham through Adam 
Smith, Bentham, Godwin, Malthus, 
Ricardo, and Mill to Menger and 
others. 

Of greater interest to the researcher 
are the many personal letters of the 
great men who established the science 
of economics; these letters are listed in 
the personalia section of the catalogue. 
Some date from mercantilistic days 
(1660); there are twelve letters of 
Adam Smith, some of which are un- 
published; Jeremy Bentham’s almost il- 
legible letters include instructions as to 
presentation copies of his “Chrestoma- 
thia.” 


his concern over public issues. 


The ten Malthus letters reveal 
The 
Ricardo letters, not all of which have 
been published, and the James Mill and 
the John Stuart Mill letters enrich the 
folklore of the classical economists. 
There are many single letters which 
will be useful to the researcher of men 
and ideas that deal with problems and 
issues of an earlier day. Each of these 
items has been carefully preserved for 
future scholars. The medallions, por- 
traits, etchings — in fact, the whole of 
the personalia items — point to Profes- 
sor Hollander’s desire to document the 
history of the development of the sci- 
ence of economics by all possible means. 
Only a discerning scholar could search 
out the items; the loving care which he 


took in preserving them attests to his 
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dedication to discovering what men 


thought and said in the past. 


II. 

Though these items are of great value 
in the collection, it is the quality of the 
books and manuscripts which make the 
Hollander Economics Library great. 
There are approximately 4,300 pieces 
listed in the collection, exclusive of the 
210 items in the personalia and portrait 
groups. The earliest entry, a 56-page 
booklet by one R. Scot, A Perfite Plat- 
form of a Hoppe Garden bears the date 
of London, 1574. There are very few 
volumes in the collection that would be 
identified today as textbooks and the 
ones included are books which, for 
original ideas or emphasis or for senti- 
mental reasons, deserve to be allowed to 
live. 

It is of interest to learn how Profes- 
sor Hollander planned his attack which 
brought such fruitful results. Econo- 
mists have long known of the very first 
collection and catalogue of tracts and 
books in economics. This collection was 
Alphabetical 
Chronological Index of Commercial 
Books and Pamphlets published from 
1557 to 1764. Little is known of Joseph 
Massie himself except his literary pro- 
ductivity from 1750 to 1765, and his 
death in 1784, but economists owe a 
great debt to him. He had a keen mind 


and was a profound thinker on abstract 


Joseph Massie’s and 


economics. He had extraordinary orig- 


inality and analytical acuteness, but his: 


outlook was mainly political and po- 
lemical. His writings were largely polit- 
ical pamphlets, many of which were in 
support of Pitt and his policies. He “a 
not have, nor did he develop, the pur 

pamphleteer gift which made Defoe sa 
formidable and effective. As a business- 
man, he made and lost a great fortune: 
His knowledge of commerce and statis- 
tics far exceeded Defoe’s, but he could 


not present controversial issues with the 


skill of the born pamphleteer. He was 
at the peak of his powers during the 
Seven Years’ War (1756-63) when he 
was absorbed in writing in support of 
Pitt’s policies. His pamphlets showed 2 
complete mastery of statistics and trade 
history as well as originality in eco 
nomic analysis. Had his purpose beer 
other than engaging in polemics and ai 
times propaganda, his position in the 
history of the science of economic: 
would today have been high and un} 
challengeable. He wrote and publishec 
a total of 23 pamphlets, 20 of which 
are in the Hollander Collection. 

Despite the interest of the economis: 
in the writings of Joseph Massie, the 


larger interest lies in his collection an 
cataloguing of economic tracts ie 
lished through the middle of the eight 
eenth century. He wrote that he hag 
spent “about twelve years . . . and wa 
not sparing of either time or money” it 
collecting the items. His library wa 


sold in 1760 and thereafter dispersed 
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lost, or hidden, how or in what manner 
Although 
Massie disposed of his collection, he 


we have no knowledge.? 


continued to revise and extend an ad- 
mirably compiled list of his findings 
which he liked to refer to as “The 
Index.” By December 1, 1764, the list 
had grown to 2,377 items. The original 
Massie Index is one of the Lansdowne 
Manuscripts now in the British Mu- 
seum. Professor Hollander had a tran- 
script made of the original which he 
used to check off the items which were 
in his own collection. The transcript is 
item 3929 of the Hollander Collection. 

It was this most famous of all eco- 
nomics check lists that Professor Hol- 
lander used as his guide for searching 
out the precious early tracts. Perhaps 
he had the fantasy of “reconstructing” 
a great collection but more important 
was the desire to pursue the ardent 
search for “Massie items.” That he was 
pre-eminently successful in his search is 
attested to by the fact that he was able 
to come into physical possession of al- 
most exactly 50 percent, or approxi- 
mately 1,175, of the 2,377 items. 

To this excellent and rare list of early 
materials, Professor Hollander was able 
to add many classic items from the same 
years. His objective was “to document 
the doctrinal growth of the science.” 
Like Massie, he began with the last 

* Jacob H. Hollander, The Economic Li- 


brary of Jacob H. Hollander (Baltimore: 
je. Furst, 1937), p. 1x. 


quarter of the sixteenth century. He 
divided his collection into three eras. 
The first extends from 1574 to 1750 — 
the middle of the eighteenth century, 
when tracts gave way to treatises and 
monographs to systems. The “middle 
period,” 1751 to 1797, is highlighted by 
Adam Smith’s works and a considerable 
number of French tracts. The Essay of 
Malthus (1798) marks the beginning 
of the “modern” section which comes 
to an end with the early years of the 
twentieth century. He chose only those 
compositions which withstood the test 
of contributing to the growth of eco- 
nomic ideas and omitted the legal and 
political tracts. Hollander’s devotion 
ended with Marshall and those whom 
Marshall inspired. Later books amassed 
about him but he believed it was “for 
those who come after to determine 
which of the new vintages shall be 


racked.’’® 


III. 


And so the pursuit for the rare texts 
continued. A few of the highlights 
should be cited. The rare tracts of the 
mercantilist writers of the seventeenth 
century are very complete: they reveal 
the thoughts of pamphleteer trades- 
men who for more than 150 years 
helped to shape the British domestic 
and colonial policies. ‘The problems at- 


tendant upon the founding of the mo- 


nopoly of the Bank of England in 1694 


° Economic Library, p. x. 
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were hotly joined in pamphlets and 
broadsides. The same was true of the 
issues raised by the union of Scotland 
and England in 1707. The national 
problems associated with poor relief, 
corn laws, trade and navigation, taxes 
and revenues, the woolen industry, co- 
lonial regulations, national debts, tariff 
duties, interest rates, and monopoly 
grants to trading companies are but a 
few of the many topics on which mate- 
rials abound. 

The writings of the French Physio- 
crats who founded the first system of 
economics — Physiocracy —- enrich the 
mid-eighteenth century materials. 
Montesquieu, The Spirit of Laws 
(1758), Mirabeau, L’Ami des Hommes 
(1758-60) 
from his pen, Quesnay, Du Pont de 


and sixteen other works 
Nemours, Richard Cantillon’s Essay 
sur la Nature du Commerce en General 
(1755) are only a few of the familiar 
names. 

Of the identifiable groups, the classi- 
cal economists perhaps come nearest to 
being completely represented.’ The col- 
lection is extremely rich in the writings 
of Adam Smith, Malthus, Thornton, 
J. B. Say, Lord Lauderdale, James and 
John Stuart Mill, Robert Torrens, and 
other classicists. Professor Hollander, 
being especially interested in David 
Ricardo, accumulated nearly all of his 
publications, together with the com- 


mentaries, or Ricardiana, in several 


languages. The writings of the devel- 


opers of marginal utility analysis are all 


present, starting with Gossen in Ger- 
many, Jevons in England, Walras of 
Lausanne, and the Austrians— Menger; 
Bohm-Bawerk, and von Wieser. All the 
worthwhile writings before and includ- 
ing Alfred Marshall’s works, the best 
known of both English and American 
writers at the end of the century, have 
been racked. | 

One item among the writings of the 
classical economists is of particular in; 
terest; somewhat hidden as item 4024 
in the personalia section in Hollander’: 
catalogue, and not listed with the pub: 
lished editions, is John Stuart Mill’: 
long-hand first draft of his Autobiog: 
raphy. This draft was made over < 
period of years, edited, recopied, editec 
again, and published in 1873, a few 
months after the author’s death. The 
London edition of 1873 was printe¢ 
from the revised draft of the original a 
was the Columbia University edition o 
1924. Columbia University owns thi 
revised manuscript from which its 192/ 
edition was published. Work has beguz 
on the original manuscript with a viev 
to publication. It promises to revea 
certain characteristics of the man ant 


his family not yet known. In additios 


it appears that some significant point 
relative to Ricardo and contemporar 
economists will be found. This origina 


manuscript is one of the hidden trea: 


ee 
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ures of the collection. It, together with 


the yet-unpublished letters, has been 
enhanced in value because of the inac- 
cessibility of the library to scholars. It 


had been virtually untouched in eight- 


een years while in a warehouse in 


Baltimore. 


IV. 


Space does not permit further detail 
of the contents of the Hollander Eco- 
nomics Library. It stands as a monu- 
ment to a great scholar, humanitarian, 
public servant, and gentleman. As one 
examines the rare volumes with their 
beautiful morocco and calf bindings, 
one must marvel how anyone, even in 
a long lifetime and at turn-of-the- 
century prices, could make such a col- 
lection. The volumes could not be 
bought, one by one, today at any price. 
Present and future scholars of the Uni- 
versity of Illinois have at their com- 
mand the most priceless and timeless of 
gems — rare and good books. It was 
Carlyle who said, “in books lies the soul 
of the whole past time, the articulate 
and audible voice of the past, when the 
body and material substance of it has 
already vanished like a dream.” Hol- 
lander captured some of the past, lis- 
tened to the audible voices, and be- 
queathed those voices to posterity. Ever 
since books were first made, men have 
acquired them, cherished them, and in 


loving kindness passed them on. ‘Thus 
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does one generation enrich the next. It 
was the keen discernment of a scholar 
which directed the search for the nearly 
5,000 items that make up the Hollander 
Collection. He sought for fugitive items 
and he knew what was in the pages of 
the works he so affectionately sought 
and bought. The chase was not for its 
own sake but was an integral part of 
his absorption in the subject. Though 
others could outbid him, none had 
better appreciation of the content and 
connotation of the works he would like 
to possess. 

As his library testifies, his tastes were 
catholic, embracing not only economic 
doctrine in the strict sense, but political 
arithmetic, trade, fiscal policy, agricul- 
tural and industrial history, labor rela- 
tions, money, banking, public finance, 
and many other topics. But in spite of 
or because of this catholicity, his knowl- 
edgeable selection gave his library a 
unity not found in collections accumu- 
lated by less discriminating men. 

His associates emphasize the enjoy- 
ment he derived from his books, as 
opposed to the pride of acquisition. He 
the 


items not so much because they were 


valued certain association with 


unique as because of the persons whose 
names, notes, autographs, and book- 
plates were in them. Similarly, he 
found enjoyment — not just a collec- 
tor’s triumph—in fine bindings. Books, 


to him, were artifacts that betokened 
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an era, an episode, or a life. He wrote 
in the foreword of his own Economic 
Library volume, “the most delightful 
avocation of a scholar was to gather 
and revere the monuments of his sci- 
ence.” Indeed, Jacob Hollander found 


it so. 


It is our hope that scholars, lackin ! 


the collector’s attributes and resources, 
will pursue research into the rich treas- 
ures in the Hollander Economics Li- 
brary, which we acclaim a most valu- 
able addition to the Library of the 


University of Illinois. 


The Trade Agreements Extension Act of 1958 


MorpecuHal E. KrEININ 


Assistant Professor of Economics, Michigan State University 


THE Trade Agreements Extension Act 
of 1958* constitutes a definite step 
toward a more liberal trade policy. 
Nonetheless, it is hampered by two 
First, its liberal 
provisions do not appear generous 


main shortcomings. 


enough when assessed in light of the 
Administration’s request. Second, the 


restrictive clauses contained in _ it, 


though not necessarily inconsistent 


with their liberal counterparts, are a 
setback to the general spirit of the bill. 
Modification of our over-all approach 
to the protection of domestic industries 
would not only make such provisions 
unnecessary but would also ease the 
task of administering the act. 


* Passage of the bill, on August 20, 1958, 
followed extensive hearings before the House 
Ways and Means Committee (covering 2,935 
pages) and the Senate Finance Committee 
(covering 1,518 pages). See Renewal of 
Trade Agreements Act, Hearings before the 
Committee on Ways and Means, 85th Cong., 
2nd Sess.; the Trade Agreements Act Exten- 
sion, Hearings before the Committee on Fi- 
nance, 85th Cong., 2nd Sess. For a review 
of the hearings see J. M. Letiche, “United 
States Foreign Trade Policy,” American Eco- 
nomic Review, Vol. 48, No. 5 (December, 
1958), pp. 954-67. 


Major Provisions 


Both the length of the extension of 
the act and the tariff-cutting authority 
granted in it can be considered liberal. 
Reciprocal trade arrangements were 
extended for an unprecedented four- 
year period? during which the Presi- 
dent may gradually reduce tariff rates 
by 20 percent from their July 1, 1958, 
level. Alternatively, the President is 
permitted to cut tariff rates by two 
percentage points or to reduce to 50 
percent ad valorem all rates in excess 
of that level. 
are significant in cases where the 1958 
rates were below 10 percent or above 
62.5 percent respectively. 

In contrast, the act considerably 
strengthened the three procedures 
through which domestic industries can 
secure relief from injurious import 
competition caused by tariff conces- 
sions: the peril point and escape clause 
provisions administered by the United 
States Tariff Commission, and the na- 
tional security clause administered by 


These two alternatives 


* All eleven extensions granted in the past 
25 years of the program ranged from one 
to three years in length. 
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the Office of Defense and Civilian 
Mobilization. Peril point investigations 
are conducted in advance of tariff 
negotiations and are designed to pre- 
vent the granting of tariff concessions 
which would cause serious injury to a 
domestic industry. The time limit al- 
lowed for such investigations was ex- 
tended from four to six months. Escape 
clause proceedings, on the other hand, 
are conducted after the tariff conces- 
sions go into effect. They are usually 
initiated at the request of an injured 
industry seeking relief from import 
competition, although they may also 
be requested by the President, the 
House Ways and Means Committee, 
and the Senate Finance Committee. 
These proceedings were expedited by 
granting subpoena power‘ to the Tariff 
Commission, by shortening the time 
allowed for investigation from nine to 
six months, and by instructing the 
commission to initiate such proceedings 
whenever it finds in peril point investi- 


*A fourth method has been used on oc- 
casion, under which an exporting country 
voluntarily undertakes to restrict export to 
the United States (e.g., the self-imposed 
Japanese quota on export of textiles to the 
United States). This method, however, is 
based on informal agreements and is not 
explicitly recognized in the act. < 

*Since most of the information on which 
escape clause decisions are based is gath- 
ered from the industry itself, the cooperation 
of all companies forming the industry is im- 
perative. Partly because many producing 
companies also have substantial import in- 
terests, such cooperation has not always been 
forthcoming. Consequently, many investiga- 
tions have either been subject to delays or 
completed with inadequate samples. In ad- 
dition to minimizing such delays, the sub- 
poena power would enable the commission 
to conduct investigations upon applications 
by labor unions and other non-industry 
groups. 


\ 
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gations that more restrictive customs: 
treatment is necessary to prevent in-. 
jury. This instruction was deemed! 
necessary because foreign nations have,, 
in the past, been reluctant to consent! 
to modifications of American tariff con-: 
cessions following peril point findings.. 
Escape clause relief, on the other hand,. 
is an accepted procedure in interna- 
The} 
national security clause, which provides: 
relief from tariff concessions threaten-. 
ing to impair national security, was: 
further strengthened and clarified. 
Clearly, the most restrictive provi-. 
sion is the increase in authority to raise 
tariffs whenever escape clause relief is 
granted. The 1958 Extension Act 
raised the maximum limit of such in- 
creases from 50 percent above the 1945 
tariff level to 50 percent above the 
1934 level. Within this authority, the 
President is now permitted to convert 
specific duties existing in July, 1934, 
to their ad valorem equivalent in that 
year and to apply the 50 percent in- 
crease to the converted figure. This 
modification restores the effectiveness 
of specific duties, which was impaired 
during the war and postwar inflation. 
Permission to use quotas is retained, 
and in addition the President is author- 
ized to impose up to 50 percent duty 
on commodities now on the free list. 
In spite of strong demands by 
import-competing industries, presiden- 
tial authority to reject Tariff Commis. 
sion recommendations for escape clause 
relief was not relinquished. But the 
President can now be overruled in suck 
cases by a two-thirds majority in eack 
house, with congressional consideratior 


tional commercial agreements. 
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of such cases being accorded a “highly 
privileged” status. 


Main Shortcomings 


Congressional approval fell short of 
the Administration’s request for a five- 
year extension and tariff-cutting au- 
thority of 25 percent (or alternatively, 
three percentage points). The twofold 
reason advanced by the Administration 
for such an extension is fairly com- 
pelling. First, it was deemed necessary 
to assure foreign nations of America’s 
intention to follow an enduring policy 
of trade liberalization in order to in- 
spire confidence and promote long-run 
trade commitments. Failure of Con- 
gress to grant the full extension, in 
spite of a strong bid by the Administra- 
tion and despite the overwhelming 
support of most spokesmen of the pri- 
vate sector, is disconcerting. At the 
very least it demonstrates that future 
liberal extensions may not be readily 
forthcoming. To rectify this impres- 
sion, it would be helpful if Congress 
endorsed the program as a permanent 
part of American policy, leaving de- 
tailed provisions to be subject to peri- 
odic extensions. 

Second, the requested five-year ex- 
tension would have corresponded time- 
wise to the integration schedule of the 
European Common Market. The first 
step in establishing the common tariff 
by “the six” is planned for 1963. Sim- 
ilarly, a 25 percent tariff-cutting au- 
thority would have been roughly 
compatible with the plan to lower 
intra-common market tariff rates by 
30 percent by 1963. This authority, 
coupled with a requested carryover 
provision (namely, permission to put 


into effect any time after the five-year 
period tariff cuts negotiated during 
that period), would have made pos- 
sible fruitful negotiations with the 
Common Market for mutual tariff con- 
cessions within the framework of the 
GATT.’ In addition to minimizing 
discrimination against American ex- 
ports,® such negotiations would serve 
to keep the Common Market tariff 
low in the interest of world trade. This 
can be more easily accomplished in the 
immediate future, before producers in 
“the six” become accustomed to a 
relatively high level of tariffs. The 
failure of Congress to grant the full 
extension and its denial of a carryover 
provision will substantially hamper 
these negotiations. 


Restrictive Features. Inasmuch as 
import restrictions are accepted as the 
sole means of protection to domestic 
industries, there is no reason why, in 
cases of serious injury, tariffs should 
not be raised to a level completely 
adequate to provide such protection. 
But the basic premise of accepting 
trade restrictions as the only avenue 
of relief is questionable. Other means 
of support have been proposed which 
would be more in keeping with the 
precepts of welfare economics. 


° A customs union and a free trade area 
are two notable exceptions to the most 
favored nation principle which is generally 
accepted by the GATT contracting parties. 
Under GATT rules, however, the common 
tariff of a customs union cannot be more 
restrictive than the separate schedules exist- 
ing earlier. Furthermore, any cancellation 
of an earlier tariff concession — which may 
be required by the adjustment to a common 
tariff — must be compensated for somewhere 
in the customs union. 

°Some 16 percent of all American exports 
in 1957 went to common market nations. 


ne 
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One such plan, advanced by the 
organized labor movement, would con- 
tinue the Tariff Commission’s task of 
conducting escape clause investigations 
but would give the President a wider 
choice of policies in cases of serious 
injury. Instead of being limited to im- 
posing import restrictions, he could 
also invoke a Trade Adjustment Pro- 
gram consisting of direct aid to work- 
ers, business enterprises, and communi- 
ties which are hurt by the imports in 
question. Aid to workers could be 
granted by way of supplemental unem- 
ployment benefits, earlier retirement, 
retraining, and transportation to new 
areas of employment. Aid to business 
could take the form of loans, tax relief, 
and advice in developing more efficient 
means of production and new lines of 
production. The proposed plan has 
been shown to be administratively feasi- 
ble and not too costly. 

Once this approach were adopted, 
the restrictive provisions of the bill, 
and particularly the tariff-raising au- 
thority, would become less defensible 
as a means of protecting domestic 
producers’ interests. Tariff relief can 
perhaps be justified when the cost dif- 
ferential between domestic and foreign 
producers is small, but one can hardly 
justify the imposition of a considerable 
burden on the consumer, which would 
be required to “equalize” large cost 
differentials. Even if the President 


‘It is interesting to note that of all the 
known “arguments for tariff,’ the import- 
competing, labor-intensive industries rely 
mostly on the familiar argument of wage 
differentials between the United States and 
foreign nations. They therefore continually 
press for the “scientific tariff.’ Because of 
the recovery of Western Europe and Japan 


does not make much use of his new 
tariff-raising prerogative, it is a back- 
ward step. | 

Adoption of a Trade Adjustment 
Program would also make it easier to 
administer the escape clause. Because 
of the narrow choice of action open 
to the President in cases of serious in- 
jury — action which involves modifica- 
tion of international obligations — the 
Tariff Commission must be very rigid 
in recommending escape clause relief.* 
This encumbers all three stages in the 
commission’s decision-making process. 

In each escape clause case, the com- 
mission must first define the scope of 
the industry to be covered by the in- 
vestigation. Since the inability to meas- 
ure cross elasticities precludes a precise 
definition of an industry, it is defined 
in the act as producers “producing like 
or directly competitive products.” A\l- 
though more explicit guidance could 


and the exhaustion of opportunities for non- 
injurious tariff reductions, the number of 
these industries is likely to rise. It is thus 
incumbent upon economists to make clear 
to the general public that without cost dif. 
ferentials there is no basis for international 
or any other trade. 

“The thousands of concessions grantec 
throughout the history of the program gave 
rise to only 87 escape clause investigations 
Of these, tariff changes were recommended 
in 29 cases involving 26 commodities. The 
President, in turn, accepted the commission’: 
recommendation for 9 commodities wherea: 
for 3 commodities he took action other thar 
tariff change to assist the industry. Thes: 
statistics were taken by the Administratioi 
as an indication of the noninjurious natur« 
of the concessions. For a discussion of thi 
Tariff Commission’s decisions in escap 
clause cases, see I. Kravis, “Trade Agree 
ment Escape Clause,” American Economi 
Review, Vol. 44, No. 3 (June, 1954), pp 
319-39. 
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be provided on this point,® any defini- 
tion would leave much of the decision 
to the discretion of the commission. 
The segmentation rule followed by the 
commission (of examining the effect 
of import competition on small seg- 
ments of an industry) has been subject 
to considerable criticism,'° as it could 
lead to the use of the escape clause by 
an “industry” consisting of a few rela- 
tively inefficient producers. Because 
tariff protection would normally result 
in perpetuating that relative ineffi- 
ciency, these criticisms seem justified. 
A Trade Adjustment Program, on the 
other hand, would help in rectifying 
such situations and would thereby 
make the segmentation procedure ac- 
ceptable. 

Once the industry is defined, the 
commission must determine whether or 


°For example, the commission has asked 
Congress to specify whether only products 
that go on the free market should constitute 
the domestic industry, or if products which 
are made for one’s self (‘‘captive”) should 
also be included. 

* Professor Don Humphrey, testifying be- 

fore the House Ways and Means Committee 
(Hearings, op. cit., p. 402), said 
“Repeal the fragmentation amendment and 
base the test of serious injury on the in- 
dustry’s entire output. While some industries 
face increased foreign competition on cer- 
tain products, they at the same time enjoy 
expanding exports and domestic markets in 
other products. It seems unfair to provide 
relief under the escape clause while the in- 
dustry benefits from export markets created 
by the liberalization of some other industry’s 
tariff. 
“As a general rule, no genuine hardship is 
involved so long as an industry can adjust to 
foreign competition by expanding some lines 
of output and contracting others. To the 
contrary, the shift in the composition of out- 
put offers positive benefits, which raise the 
standard of living of the community, the 
Nation, and the world. That is because 
the same resources are used to produce 
goods of greater value.” 


not serious injury has taken place. In 
interpreting the act the commission 
tended to follow the “share of the mar- 
ket concept,” requesting that an indus- 
try seeking escape clause relief prove 
that its share of the market has de- 
clined because of increased imports. 
This procedure has also been eval- 
uated** as too lenient —a criticism 
which is justified only so long as import 
restrictions remain the only avenue of 
relief. Direct aid to declining indus- 
tries, which would help them adjust to 
increased imports, is by no means ob- 
jectionable. 

Finally, there remains the difficult 
problem of tracing the “decline in 
share of the market” to the tariff con- 
cession. Import-competing industries 
strongly object to the need for proving 
such a causal relation,” claiming that 


“Note, for example, the proposal of the 
National Council of American Importers 
made before the House Ways and Means 
Committee (Hearings, op. cit., p. 1702): 

“The word ‘injury,’ for the purpose of this 
section, shall mean a steady decline, over a 
representative period, in the sales volume, in 
the working force employed, and the profits 
of an industry economically and efficiently 
operated in the United States, directly 
caused by a rising trend of competitive im- 
ports which are similar in material, use, 
quality, texture, grade, and other physical 
characteristics, thus giving rise to a situation 
whereby such domestic industry is confronted 
with the actual necessity of making too rapid 
adjustments to avoid serious loss of capital: 
Provided, however, that such decline in sales, 
working force employed, and profits is not 
due, wholly or in part, to technological de- 
velopments, style or fashion changes, or to 
other factors not related to said import 
competition.” 

2 The difficulty faced by the Tariff Com- 
mission in ascertaining such causal relation 
may be illustrated by the lead and zinc in- 
dustries. These industries were found by the 
Tariff Commission to have been injured by 
tariff concessions. Yet the New York Times 
of August 31, 1958 (financial section), 
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‘ 


relief should be granted regardless of 
whether the increased import is due to 
an earlier tariff concession. Their claim 
would have greater merit if relief were 
granted in a form other than tariff 
protection. 

If a Trade Adjustment Program 


quotes a leading producer of nonferrous 
metals as stating that “no reasonable tariff 
would enable domestic mines to operate 
competitively.” 


were embodied in the act, the Tariff 
Commission could be fairly liberal in 
recommending relief, and its investiga- 
tive task -would be eased. Escape clause 
relief, rather than curtailing trade, 
raising prices, and perpetuating domes- 
tic inefficiency, would then help indus- 
tries adjust to a lower level of 
protection. 
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ECONOMISTS are generally agreed that 
prices are closely and significantly re- 
lated to the economic process and the 
general level of economic activity. 
They are agreed, too, that the role of 
prices is complex, since they are a 
cause with respect to some economic 
phenomena, an effect with respect to 
others, and in many situations may be 
regarded as either cause or effect de- 
pending on the point of view or point 
of departure of the analyst. Moreover, 
they are agreed that price develop- 
ments, may and frequently do, have an 
important influence on the level of eco- 
nomic activity. With respect to the 
precise nature of that influence, how- 
ever, opinion is divided. 

Within the past two years increasing 
attention has been given to the concept 
of price stability in discussions pertain- 
ing to the Employment Act of 1946. 

* This article is based on material pre- 


pared for the Joint Economic Committee of 
Congress early in 1958. 


A number of economists and public 
officials have voiced the belief that 
stable prices are essential to the pro- 
motion and maintenance of maximum 
employment, production, and purchas- 
ing power. Some have even proposed 
that stable prices should formally be 
made a goal of public policy and that 
an explicit declaration to that effect 
should be incorporated in the Employ- 
ment Act. Among those who have 
urged that the act be amended in this 
fashion are Arthur F. Burns, William 
McChesney Martin, and George L. 
Bach.* 


* Arthur F. Burns, Prosperity Without In- 
flation (New York: Fordham University 
Press, 1957), p. 71; William McChesney 
Martin, “Winning the Battle Against In- 
flation,’ Federal Reserve Bulletin, August, 
1957, p. 876; and G. L. Bach, “How Im- 
portant is Price Stability in Stable Economic 
Growth?” The Relationship of Price to Eco- 
nomic Stability and Growth, Compendium of 
Papers Submitted by Panelists Appearing be- 
fore the Joint Economic Committee (Wash- 
ington: U.S. Government Printing Office, 
1958), p. 46. 

The Bush bill, introduced in the first ses- 
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These economists, of course, and 
others who have voiced similar opin- 
ions are concerned not with individual 
prices or price relationships, or even 
with prices and price relationships of 
groups of closely related commodities, 
but rather with the general price level. 
Often, however, for reasons which are 
wholly or largely practical rather than 
conceptual in nature, “the level of con- 
sumer prices” is accepted either ex- 
plicitly or implicitly as a substitute for 
“the general price level.” 

Some economists who are in favor 
of amending the Employment Act be- 
lieve that the goal of policy should be 
“reasonable price stability,” whereas 
others apparently lean toward a more 
rigid or less flexible application of the 
concept of price stability by policy- 
makers. In all cases, however, those 
who propose that the Declaration of 
Policy in the Employment Act be ex- 
panded to include price stability use 
the word “stability” not in the sense 
in which it is often used in current dis- 
cussions of the general level of eco- 
nomic activity (i.e., minimum fluctua- 
tions around the growth trend), but 
rather in the dictionary sense (i.e., 
steadiness, absence of change, perma- 
nence). ; 

In view of the eminence and prestige 
of some of the economists and public 
officials who have suggested that a 
stable price level be made an explicit 
goal of public policy by amending the 
Employment Act, it may seem bold to 
question the desirability of such action. 


sion of the 85th Congress was designed to 
amend the Employment Act in this fashion. 
Although the bill died in committee, there 
is still much sentiment in favor of such 
legislation. 


Nevertheless, the present writers feel 
that it is important to raise this ques- 
tion. 

It may be well at this point to call 
attention to the fact that within the 
past few years there has been an in- 
creasing tendency to use the word “in- 
flation” without defining it and to 
apply the term to any rise in the price 
level. Such loose usage can only result 
in a certain degree of confusion and in- 
conclusiveness in discussions pertaining 
to inflation and the price level, since 
not all participants are talking about 
the same thing. In the following pages 
the term “inflation” is used only to 
describe a rise in the price level which 
is not accompanied or immediately 
followed by an increase in total pro- 
duction of at least equivalent signifi- 
cance. In accordance with this usage, 
price rises which are accompanied or 
immediately followed by an equally 
significant (or a more than equally 
significant) increase in total produc- 
tion are not considered or labeled in- 
flationary. Thus, price rises occurring 
in a period of recovery from an eco- 
nomic depression would generally not 
be considered inflationary.? 

The proposal that the Declaration 
of Policy in Section 2 of the Employ: 
ment Act be amended to include price 
stability is generally based on two as- 
sumptions: (1) that in the absence o 
effective preventive measures, a risin 
price level will be a basic characteristic 
of the American economy for many 
years to come; and (2) that effective 


*For an example of similar usage of thi 
term inflation see Mary Jean Bowman an¢ 
George Leland Bach, Economic Analysis an 
Public Policy (New York: Prentice-Hal 
1949) Fe paelaie 
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implementation of the goal ‘of price 
_ stability is and always will be consistent 
with the promotion and maintenance 
of maximum employment, production, 
and purchasing power. A third assump- 
tion, although frequently omitted, or at 
least not clearly stated, should really 
also be included here, namely, that 
from a technical and administrative 
- point of view, stability of the price 
level constitutes a desirable goal of 
public policy. 

The assumption that a rising price 
level is virtually certain to be a feature 
of the American economy for an in- 
definitely long time to come is in turn 
generally based on one or more of the 
following assumptions: (1) that the 
expansionary forces which have played 
so important a role in shaping eco- 
nomic conditions in the United States 
since the end of World War II will 
- continue to play an equally important 
role in the future; (2) that in the fu- 
ture, economic recessions will be rela- 
tively infrequent, and also relatively 
short and mild — no more protracted 
or serious than the two relatively minor 
recessions of 1949 and 1954, for ex- 
ample; and (3) that the federal govern- 
ment will deal with future economic 
recessions swiftly and effectively. The 
course of action pursued during the 
1949 recession and that pursued dur- 
ing the 1954 recession are frequently 
cited in support of this point. 

The future is, as ever, uncertain and 
in the end it may turn out that these 
assumptions were justified. Neverthe- 
less, there are at present sound reasons 
to question the validity of each of these 
assumptions. 


If. 


If we analyze the forces making for 
economic expansion during the post- 
war period, it is apparent that we can- 
not expect them to operate in the same 
fashion throughout a future of indefi- 
nite duration. At the end of World 
War II there was a huge backlog of 
pent-up demand for many types of con- 
sumer goods and capital goods, ac- 
companied by a record volume of liquid 
savings held both by individuals and 
by business firms. In addition, through- 
out the postwar period the United 
States has had a rapid rate of popula- 
tion growth, a rapid rate of technolog- 
ical advance, and a high level of public 
expenditures. The increase in federal 
expenditures is by now a familiar story. 
It is perhaps less generally realized 
that from 1946 to 1957 total expendi- 
tures by state and local governments 
increased more than 250 percent. A 
considerable part of this increase can 
be ascribed to the backlog of unsatis- 
fied needs which accumulated during 
World War II and to the rapid rate of 
population growth. 

The backlog of pent-up demand in 
the private sector of the economy 
which existed at the end of World War 
II continued to make its effects felt for 
longer than was originally anticipated. 
It seems probable that the outbreak 
and the duration of hostilities in Korea 
was at least partly responsible for this 
prolongation. By now, of course, the 
backlog of pent-up demand is a thing 
of the past. 

The rate of population growth con- 
tinues high, but one of the lessons of 
the past fifteen or twenty years has 
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been that the rate of population growth 
is less stable than we formerly supposed. 
For many years the rate of population 
growth was considered to be subject 
to such slow, gradual change that the 
level of population could be predicted 
with considerable accuracy for some 
time ahead. More recent developments 
have routed this belief. As recently as 
1940, many economists and public offi- 
cials were concerned about the eco- 
nomic effects of the declining rate of 
population growth. There was no hint 
then of the change which was to occur 
within a few years. When the change 
did become evident, it was for some 
years considered to be a purely tempo- 
rary phenomenon. Knowing these 
things, it would be imprudent for us 
to base our current actions and plans 
on the expectation that the current 
rate of population increase will be 
maintained or will rise still further. 

Technological advance, though cer- 
tainly an important factor, is noto- 
riously unstable. Continuation and even 
expansion of the huge research and de- 
velopment programs which have pro- 
vided the basis for most of the 
technological advance since World War 
II will not ensure the continuation of 
an equally rapid rate of technological 
advance in the years ahead. 

Research and development programs 
may produce inventions. But inventions 
are not synonymous with technological 
advance. New inventions result in 
technological advance only when eco- 
nomic conditions favor their economic 
exploitation. The theory developed by 
the late Joseph A. Schumpeter that the 
rate of technological advance fluctuates 
in a cyclical pattern, although inven- 


tions may appear in a steady stream, is 
widely subscribed to by economists.* 
Moreover, technological change does 
not necessarily result in a net addition 
to employment opportunities or to in- 
come. In many cases the immediate 
effect of a laborsaving machine is to 
displace labor. Only if the surrounding 
economic conditions are favorable do 
the displaced workers find other em- 
ployment opportunities. Similarly, a 
new product may simply displace an 
older product without increasing the 
total level of production. ; 
Government expenditures cannot be 
expected to rise as rapidly in the future 
as they have in the past twelve years, 
and it is not even certain that they 
will continue at their present level. 
National security expenditures, which 
accounted for 87.8 percent of total fed- 
eral purchases of goods and _ services 
from 1946 to 1957, are very largely 
responsible for the increase in federal 
expenditures and for their current high 
level. Successful disarmament ne- 
gotiations and/or a lessening of in- 
ternational tension, however, woulc 
undoubtedly result in a reduction ir 
national security expenditures. Suck 
developments do not appear probable 
in the immediate future. It is to be 
devoutly hoped that these development: 
will occur before very many years have 
passed, however, and in a world tha: 
is so full of surprises, they may occu: 
much sooner than any of us dare hop 
at the moment. | 


The same arguments just marshalec 
to support the view that we canno 
expect the forces making for economi: 


* Joseph A. Schumpeter, Business Cycle 
(New York: McGraw-Hill, 1939). 
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expansion during the postwar period 


to continue operating in the same fash- 


ion indefinitely may also be cited in 


questioning the validity of the assump- 
tion that future economic recessions 
will be relatively infrequent and also 


relatively short and mild. 


Our experience since the end of 
World War II gives us some basis for 


hope on this score, but it does not pro- 


vide a satisfactory basis for firm belief. 
The mildness of the recessions of 1949 
and 1954 may very well be related to 
the strength of the forces we have just 
been discussing. If that is so, as these 
forces lose their strength we may once 
again experience more serious and pro- 
tracted declines in economic activity. 

Recent experience and our hopes for 
the future should not blind us to the 
fact that our basic economic institu- 
tions are still substantially the same as 
in the 1920’s and the 1930’s. The role 
of the capital goods sector of our econ- 
omy is as important as ever, and no 
foolproof method of eliminating the in- 
herent instability of this sector of our 
economy or neutralizing the effects of 
this instability has yet been devised 
and tested. 

The federal government acted wisely 
and well to help counter the recessions 
of 1949 and 1954. Those recessions, 
however, were essentially inventory re- 
cessions, which are relatively simple to 
deal with and which in any case tend 
to be relatively mild and brief. A sharp 
decline in public expenditures or in 
investment outlays might produce an 
economic decline of a more serious 
character. We do not yet know whether 
the federal government can act with 


BN) 


the requisite speed and effectiveness 
in the face of such a situation. 

Moreover, in any actual situation it 
is no longer a question of what the 
political authorities can do but what 
they will do. Consider the sharp differ- 
ences of opinion expressed about the 
nature and scope of measures to deal 
with the economic recession which 
began in 1957. When conflicting advice 
is offered a choice must be made, and 
the choice may prove to be faulty. If 
this occurs, even a decline which the- 
oretically could be arrested will not be 
arrested. It may instead deteriorate 
into a genuine depression. 


Hil. 


The second assumption of those who 
propose amending the Employment Act 
to include price stability as a goal of 
public policy is that effective imple- 
mentation of the goal of price stability 
is and always will be consistent with 
the promotion and maintenance of 
maximum employment, production, 
and purchasing power. If this assump- 
tion is evaluated on the basis of either 
history or theory, however, it appears 
to be of questionable validity. It is gen- 
erally accepted that economic growth 
is necessary for the promotion and 
maintenance of maximum employment, 
production, and purchasing power. 
And the historical record reveals a re- 
markably close relation between eco- 
nomic growth and a rising price level. 

In the past, economic growth has 
occurred largely during the expanding 
phase of the business cycle. The tend- 
ency of prices to rise during a cyclical 
expansion has been recognized by vir- 
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tually all economists. Arthur F. Burns 
himself writes, “One of the plainest 
teachings of history is that rising prices 
are a recurring feature of the expand- 
ing phase of the business cycle.”* More- 
over, the work of Simon Kuznets 
indicates that this relation between ris- 
ing prices and economic growth is not 
purely a short-run phenomenon: it 
holds good in the long run as well.° 

Theoretical analysis suggests that the 
association of rising prices with eco- 
nomic expansion or growth in the past 
has not been fortuitous and that a 
similar association may be expected in 
the future. Economic expansion or 
growth occurs when aggregate demand 
is strong in relation to current output 
and gives evidence of increasing fur- 
ther. These are the same conditions 
which provide the basis for rising 
prices. When aggregate demand is not 
strong in relation to current output and 
when there is no evidence that demand 
is increasing, there is no sound basis 
for rising prices and at the same time 
no reason for economic production and 
capacity to increase. 

Moreover, a slowly or moderately ris- 
ing price level tends to encourage eco- 
nomic expansion and growth. Since 
interest rates and wage rates tend to 
lag behind other price changes, a 
slowly or moderately rising price level 
is generally associated with rising 
profits. In addition, both consumers 
and business firms tend to satisfy their 
needs more promptly and even to an- 
ticipate them to some extent when the 


* Arthur F. Burns, Prosperity Without In- 
flation, p. 12. 

° Simon S. Kuznets, Secular Movements in 
Production and Prices (Boston: Houghton 
Mifflin Company, 1930), pp. 200-2. 


price level is rising, so that the increase 
in prices tends to enhance demand. 
Businessmen thus have a double incen- 
tive to expand their output and 
capacity. 

Nothing herein should be construec¢ 
to mean that a rising price level is de- 
sirable under all circumstances or that 
a continuously rising price level is 4 
necessary requisite for continuous eco- 
nomic growth. The conclusion sug: 
gested is much more modest, namely 
it does not appear likely that price 
stability will, under all circumstance: 
which may arise in the future, be 
consistent with promotion and mainte: 
nance of maximum employment, pro. 
duction, and purchasing power. Unde: 
certain circumstances price stability 
may actually hamper efforts to achieve 
these goals. 


IV. 


The assumption that price stability 
constitutes a desirable goal of publi 
policy from a technical and adminis 
trative point of view is seldom, if ever 
explicitly stated by those who propos 
that the Declaration of Policy of th 
Employment Act be amended to in 
clude maintenance of a stable pric 
level as one of the objectives of publi 
policy. But this assumption must b 
accepted by anyone who seriously con 
siders the proposed amendment neces 
sary. Here again, however, past experi 
ence and _ theoretical consideration 
both give rise to several questions. 

Since it does not appear likely the 
price stability will, under all circum 
stances which may arise in the future 
be consistent with promotion and mair 
tenance of maximum employment, pre 
duction, and purchasing power, if pric 
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stability is added to the Employment 
Act, policy-making officials will some- 
times be faced with the necessity of 
choosing between price stability and 
the other objectives of the act. This 
will tend to cause confusion and dis- 
sension and may result in other unde- 
sirable consequences as well. 

If price stability is always granted 
priority, this will greatly limit the flexi- 
bility of action which it is desirable and 
currently possible for policy-making 
officials to exercise. It may seriously 
reduce our chances of realizing or ap- 
proximating the optimum growth rate. 

If price stability is not always to be 
granted priority, it does not really con- 
stitute a very satisfactory guide to 
policy-makers without some indication 
of the circumstances under which it 1s 
to receive priority or the level at which 
they should attempt to maintain sta- 
bility. Would all price rises be re- 
garded as inflationary? Or would some 
attempt be made to distinguish between 
a price rise accompanying an expansion 
in economic activity following an eco- 
nomic recession and a truly inflationary 
situation? If so, how would the dis- 
tinction be made? In particular cases, 
it might well prove necessary to decide 
when healthy economic expansion ends 
and when inflation begins. Similarly, 
would all downward movements in the 
price level be regarded as unhealthy? 
If not, how would the distinction be 
made between those which should be 
tolerated and permitted to run their 
course and those which should be 
halted or reversed? 

If the goal of price stability is not to 
be granted priority except at the dis- 


cretion of policy-making officials, or 
if price movements are merely to be 
one of a number of factors considered 
by policy-making officials in reaching 
decisions on public policy, why is it 
necessary to amend the Employment 
Act? Surely price movements are al- 
ready seriously studied and taken into 
account by those responsible for giving 
effect to the provisions of the Employ- 
ment Act. 

In this connection it is perhaps worth 

quoting from a paper submitted to the 
Joint Committee on the Economic Re- 
port in 1955 by Alvin H. Hansen. 
A high degree of stability in the value of 
money must be an important consideration 
of public policy. Yet we are... in con- 
siderable danger of making a fetish of rigid 
price stability. This fetish could easily be- 
come a serious obstacle to optimum expan- 
sion and growth.° 

It seems pertinent also to raise the 
question of whether price stability con- 
stitutes a feasible goal of public policy. 
Quite aside from any of the finer tech- 
nical points involved here, is our cur- 
rent knowledge of economic theory, 
techniques of public policy, and the 
manner in which our economy func- 
tions and responds to policy decisions 
sufficiently far advanced so that we can 
realize the goal of price stability? If 
the answer is made that although we 
cannot achieve “complete” stability, we 
may nevertheless achieve “reasonable” 
stability, it merely raises another ques- 
tion. What is 
purpose? If the act does not specify, 
it must be left to the discretion of 


“reasonable” for this 


° Federal Tax Policy for Economic Growth 
and Stability (Washington: U. S. Govern- 
ment Printing Office, 1955), p. 17. 
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policy-making officials. Is that not 
where the matter stands right now 
without any amendment? 

Actually, current developments as 
well as those of the recent and more 
distant past indicate that change or 
lack of change in the price level does 
not always constitute a very useful 
guide to policy-makers who must de- 
cide what course of action to recom- 
mend or pursue. 

Prices tend to lag behind changes in 
underlying economic conditions. Price 
movements are, therefore, frequently a 
tardy indicator of the need for action. 
They may give warning after the event 
has already occurred or after the time 
for successful application of restrain- 
ing or corrective measures has already 
passed. Considered by themselves they 
may even suggest the need for action of 
a type which is clearly inappropriate in 
the light of other economic indicators. 
The continuing rise in the Bureau of 
Labor Statistics cost of living index 
during the economic recession that 
began in 1957 is a case in point. The 
decline in the BLS consumer price 
index from 1926 to 1929 is another. 

Similarly, stability of a price index 
is not always an indication that all is 
well, nor does it always augur well for 
the future. Consider, for example, the 
remarkable stability of the BLS whole- 
sale price index from the beginning of 
1927 to the autumn of 1929. A price 
index may remain stable even if sig- 
nificant fluctuations occur in vari- 
ous components of the index. The 
relative stability of the BLS consumer 
price index from 1952 to 1955 was 
actually the result of a decrease in 
prices of many commodities and a 


simultaneous increase in prices of serv- 
ices. The relative stability of the whole- 
sale price index over the same period 
was actually the result of a decrease in 
wholesale prices of farm products and 
processed foods and a simultaneous in- 
crease in prices of other commodities. 
At times, changes in the components 
of a price index are more significant 
and more useful as guides to policy- 
makers than relative stability of the 
total index. 

Consider also the possibility of a gen- 
eral price decline which might occur as 
the result of increasing productivity. 
This is no longer considered a very 
likely development by most economists. 
If it did occur, should the price decline 
be accepted as an indication that cor- 
rective or restraining measures are 
desirable ? 

Actually, of course, in a technical or 
statistical sense, there is no such thing 
as “the general price level.” It is well 
known that although we do have sev- 
eral good indexes which are useful for 
measuring price movements affecting 
specific aspects of our economy, we da 
not have a satisfactory index of gen 
eral price movements, nor are we likely 
to have one in the foreseeable future; 
What then should be used as an indij 
cator of general price movements? 

Since the different indexes useful fo} 
specific purposes sometimes move dij 
versely, they cannot all be given equa’ 
consideration in deciding matters 0} 
general policy. It is necessary to choos¢ 
among them. At present there is con 
siderable support for using the BL& 
consumer price index as an indicato} 
of price movements for general policy 


purposes. Undoubtedly, this proposa 
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_ has much to commend it from a politi- 
cal point of view. In the past, however, 
- most economists and statisticians have 
leaned toward the view that the con- 
sumer price index is less useful than 
_ the wholesale price index for this pur- 

pose. This attitude has been based on 
their recognition that consumer prices 
tend to lag behind wholesale prices, 
and that wholesale prices are more 
basically and intimately related to the 
economic process than consumer prices. 
This point of view is quite as valid 
now as it ever was. 

These technical and administrative 
considerations point to the same con- 
clusion indicated by the arguments pre- 
sented in the preceding two sections of 
this paper, namely, that it would be 
unwise to amend the Employment Act 
by adding price stability to the objec- 
tives now included in the Declaration 
of Policy. 

Vi. 


It is perhaps worth noting that sev- 
eral times in the past when congres- 
sional action has been proposed to 
make price stability the sole or chief 
goal of the policies and actions of the 
Federal Reserve Board, Federal Re- 
serve officials have presented eloquent 
testimony in opposition to these pro- 
posals and have made use of some — 
although not all—of the same argu- 
ments cited above. 

Even now, despite Chairman William 
McChesney Martin’s public statements 
in favor of the proposal that the goal 
of price stability be incorporated in the 
Employment Act, the members of the 
Board of Governors apparently are not 
unanimously agreed on the desirability 


of this proposal. Some months ago, 
Charles N. Shepardson, a member of 
the Board of Governors, observed: 

As is evident, we have not been completely 
successful in our efforts to contain infla- 
tionary pressures. But perhaps we should 
not be too severe on this lack of perfection. 
I doubt that perfect price stability can ever 
be achieved in a free enterprise system — 
or any other system for that matter. Fur- 
thermore, I am not at all sure that it 
would be wholly desirable. Some upward 
drift in prices during periods when de- 
mands are pressing against our resources 
and some decline following these unusual 
periods of hyperactivity are not only un- 
avoidable but perform a useful function in 
helping to bring about adjustment of 
spending and saving decisions in the 
economy.” 

One of the arguments most fre- 
quently cited by those who favor 
amending the Employment Act by add- 
ing price stability to the Declaration of 
Policy is that even a slowly or mod- 
erately rising price level has uneven 
economic effects and that it has partic- 
ularly undesirable effects on retired 
persons living on past savings, on re- 
cipients of pensions or annuities, and 
on other individuals with fixed incomes. 

In arguing against the proposed 
amendment to the Employment Act, 
the writers do not wish to appear un- 
mindful of the validity of this argu- 
ment. However, the validity of this 
argument does not weaken their posi- 
tion. The point of view expressed in 
this paper is, first of all, based on the 
belief that policy-making officials al- 
ready have ample basis for adopting 


"See his talk before the National Agricul- 
tural Credit Conference on November 21, 
1957, entitled, “Monetary Policy in Our 
Economic Climate,” p. 11. 
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measures to restrain undesirable price 
rises. More rigid adherence to the goal 
of price stability might have undesir- 
able effects on the general level of 
economic activity and the general level 
of economic well-being which would 
far outweigh the possible beneficial ef- 
fect on the groups referred to in the 
preceding paragraph. It might even 
have undesirable effects on some of the 
individuals in these groups. In a severe 
economic contraction, individuals some- 
times lose all or a substantial part of 
their savings very quickly. Business 
firms necessarily reduce or suspend 
dividend payments and sometimes de- 


fault on contractual interest payment: 
as well. Many incomes which are 
customarily regarded as fixed neverthe: 
less do decline during a protractec 
depression. 

Rigid adherence to the goal of price 
stability might thus do more harm thar 
good, even to the group it was intendec 
to help. It would seem preferable 
therefore, not to rely on price stability 
for this purpose, but rather to devise 
new techniques more specifically di 
rected toward the special problems 6 
this group which would not involve the 
possibility of such widespread undesir 
able side effects. 


Effects on Work Incentives: 


Sales ‘Tax vs. Income Tax* 


DonaALD M. SouLEe 


Assistant Professor of Economics, University of Illinois 


ONE ARGUMENT favoring use of a sales 
tax rather than increased use of an in- 
come tax is that a sales tax is less dam- 
aging to work incentives. Stated simply, 
the argument is that a tax on income 
exempts leisure whereas a tax on sales 
exempts savings; therefore, an income 
tax discourages effort whereas a sales 
tax merely discourages consumption 
without necessarily affecting effort.’ 
More precisely, the argument is that 
both taxes would have similar effects 
on work incentives if all of income 
were spent on consumption, but a sales 
tax may be avoided by saving whereas 
an income tax makes no distinction be- 
tween saving and consumption; conse- 
quently, the reward for effort would be 
reduced less by a sales tax than by an 
income tax. This advantage, plus the 
encouragement of saving, supports the 
contention that the sales tax is a more 
appropriate source of additional reve- 


* Helpful suggestions concerning an earlier 
draft of this paper were made by Lachlan 
McGregor, formerly visiting lecturer in eco- 
nomics at the University of Illinois. 

* Walter A. Morton, “A Progressive Con- 
sumption Tax,” National Tax Journal, Vol. 
4 (June, 1951), pp. 162-63. 
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nue during a war or similar period of 
potentially great inflation when it is 
desirable to increase both tax revenue 
and saving with minimal disincentive 
elfects. 

In objection to this widely held be- 
lief, it has been argued that an income 
tax may have encouraging as well as 
discouraging effects on the desire to 
work, so that logical analysis does not 
support the belief that a sales tax is 
less discouraging than an income tax.? 
This been reached 


* George F. Break, “Income Taxes, Wage 
Rates, and the Incentive to Supply Labor 
Services,’ National Tax Journal, Vol. 6 
(December, 1953), pp. 333-52. It was fur- 
ther argued in another study that income 
taxes can have little effect on work in- 
centives because many workers are not free 
to vary the number of hours worked on a 
particular job. George F. Break, “Income 
Taxes and the Incentives to Work: An 
Empirical Study,” American Economic Re- 
view, Vol. 47 (September, 1957), pp. 529- 
49. For discussion of possibilities for varying 
the hours of work, see Richard Goode, ‘““The 
Income Tax and the Supply of Labor,” 
Journal of Political Economy, Vol. 57 
(October, 1949), pp. 430 and 434. Also, 
see Robert H. Wessel, “Income Taxation 
and Job Selection,’ National Tax Journal, 
Vol. 11 (March, 1958), pp. 78-83. 


conclusion has 


| 
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through reliance on the assumption 
that an increase in tax and a decrease 
in wage rate have identical effects on 
work incentives. However, an increase 
in sales tax is not identical in effect to 
a decrease in wage rate in so far as 
part of the money income from work 
is saved rather than consumed. Be- 
cause of this basic difference between 
these two forms of tax, their relative 
effects on work incentives need not be 
the same. 

This paper is concerned with the 
difference in effect on work incentives 
resulting from the exemption of saving 
from sales tax. Consideration is re- 
stricted to a time of war or similar 
emergency when the major economic 
danger is inflation and when effects on 
unemployment and growth are rela- 
tively unimportant. It will be argued 
that a sales tax may be superior to an 
income tax for inflation control because 
of its less unfavorable effect on work 
incentives and its encouraging effect on 
saving. 


Work Incentives and the 
Saving Exemption 
For ease of comparison with a gen- 
eral sales tax, we may distingtiish three 
effects which an income tax may have 
on work incentives.* First, the money 
reward for additional effort is reduced 
after tax, thereby tending to discourage 
work. Second, the utility of an addi- 
tional dollar of income is increased 
(because of reduced disposable in- 
* This analysis of the work-incentive effects 
of an income tax follows that used in Break, 


“Income Taxes, Wage Rates, and the Incen- 
tive to Supply Labor Services,” pp. 338-43. 


come), thereby tending to encourag 
work. Third, the disutility of givins 
up leisure is reduced and leisure dis 
couraged because of less income avail 
able for the enjoyment of leisure. 

The importance of the saving ex 
emption can be shown by comparins 
an income tax with a general sales ta? 
—a commodity tax of uniform rate 
applicable to all consumption expendi 
tures — in terms of these three effects 
Consider first the utility of incom 
from additional work, assuming that! 
general sales tax and an income ta: 
could be designed to have equal yield 
and burden distributions in terms o 
the same level of national income an¢ 
the same disposition of income betwee: 
consumption and saving during th 
particular period of time for which ta 
rates would be set. In this case, th 
real value of disposable income fror 
a given amount of work and therefor 
the marginal utility of money incom 
from additional work would be th 
same with either tax. However, a sale 
tax would allow the individual worke 
contemplating additional work to ar 
ticipate a larger money reward (afte 
tax) if part of additional income wer 
saved. (It is possible that a reductio 
in tax revenue caused by the savin 
exemption might necessitate an ir 
crease in tax rates to preserve yiel 
This is considered below.) Therefor 
the dollar reward for additional wor 
would be larger under a sales tax tha 
under an income tax while the utilit 
of an additional dollar would be esse1 
tially the same in either case. Thus 
sales tax favors the incentive to supp. 
additional effort by a higher rewar 
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It might seem possible, however, that 
the increase in disposable income re- 
sulting from the higher reward for 
additional work would create two 
counteracting effects on the desire to 
_work. First, the desire for leisure 
would be increased if more income 
were available for spending in enjoy- 
ment of leisure. But a sales tax allows 
a higher reward for additional work 
only on condition that part of addi- 
tional income is saved. Income can- 
not be saved and spent in enjoyment 
of leisure at the same time; therefore, 
the desire for additional leisure would 
be less with a sales tax than with an 
income tax. 

Second, the utility of an additional 
dollar of income would be reduced be- 
cause of the higher disposable income 
allowed by the saving-exemption fea- 
ture of the sales tax. If this effect were 
sufficiently strong, it might cancel the 
favorable effects of the higher money 
reward resulting from the saving ex- 
emption. This possibility must be 
acknowledged. However, to workers 
with a definite saving objective (e.g., 
retirement, purchase of a home or of 
goods in short supply during the emer- 
gency period), the opportunity to build 
up savings free of tax would seem likely 
to prove unusually attractive. 

On the basis of this comparison of a 
general sales tax and an income tax, 
it seems possible to conclude that a 
sales tax would have a less discourag- 
ing effect on work incentives than an 
income tax would. This is not to imply 
that the levying of a sales tax would 
actually cause more hours to be worked 
but rather that relatively more hours 


would be worked if a sales tax were 
levied instead of an income tax. 


Regressivity and the Form of Tax 


In objection to this conclusion, it 
might be argued that any difference 
in effect on work incentives between 
sales and income taxes would result 
from different burden distributions 
rather than from different tax forms. 
A regressive tax of either form would 
favor persons with high incomes who 
typically save large proportions of their 
incomes; therefore, saving would be 
favored in either case. However, a sales 
tax and a regressive income tax would 
differ in the methods by which they 
were made regressive, and this differ- 
ence would have an important effect 
on work incentives. A sales tax would 
favor saving directly by taxing only 
consumption expenditures; a regressive 
income tax would favor saving indi- 
rectly by levying a lower rate of tax 
on persons with high income who 
typically save large proportions of in- 
come. The important difference be- 
tween these two forms of tax is that 
income tax liability is determined with- 
out regard to disposition of income 
between consumption and __ saving 
whereas any person in any income 
group can avoid sales tax on additional 
income merely by saving. In terms of 
disincentive effects on additional work, 
a sales tax, because it allows escape by 
saving, represents a smaller reduction 
in reward for additional effort than 
does an income tax. 

To some extent, the superiority of a 
sales tax over an income tax in effects 
on work incentives depends on its not 
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being a permanent tax. If current 
saving were intended solely for future 
consumption, a permanent sales tax 
would not allow escape by saving. 
However, this comparison of sales and 
income taxes is mainly concerned with 
the proper form of a temporary tax in- 
crease during a war or similar period 
of potentially great inflation. Also, 
much of total saving is never subse- 
quently spent for consumption but 
rather is used for purchases of capital 
goods.* Another possible difficulty con- 
cerns the prospect that postwar infla- 
tion would destroy the value of savings, 
thereby discouraging current saving. 
However, the possibility of a future 
tax in the form of inflation is remote 
compared with the certainty of a cur- 
rent tax on both consumption and sav- 
ing (income tax). Furthermore, some 
savings are used to buy equities, which 
are relatively inflation-proof, and use 
of a sales tax might prevent or reduce 
postwar inflation by allowing the gov- 
ernment to rely less on inflationary 
deficits. It therefore seems reasonable 
to suppose that a temporary sales tax 
would be more encouraging to saving 
than would a temporary increase in 
income tax. ? 

It might alse. be argued that, so far 
as a higher proportion of income were 
saved because of the saving exemption 
of a sales tax, the rate of tax on con- 
sumption would have to be raised to 
preserve tax yield; consequently, any 
favorable effect on the work incentives 
of savers would be offset by an un- 

*A. Henderson, “The Case for Indirect 


Taxation,’ Economic Journal, Vol. 58 (De- 
cember, 1948), pp. 548-49. 


| 
| 


favorable effect on non-savers. This is: 
merely the argument that a sales tax: 
and an income tax of equal yield would! 
reduce aggregate real disposable in-- 
come by the same amount (the amountt 
of goods and services used by govern-- 
ment) and therefore would have identi-- 
cal effects on work incentives, in the 
ageregate. But the level of ae 
income and production could very welll 
be higher with a sales tax than with an 
income tax because of the ie a 
work encouraged by the saving exemp-- 
tion. Consequently, aggregate real dis-- 
posable income could be higher even 
though the amount of goods and serv-- 
ices used by government would be the: 
same with either tax. 
Once a sales tax law has been en-- 
acted and a rate has been set for a 
particular period of time, the individ- 
ual worker is given the choice either of| 
consuming additional income and pay- 
ing sales tax or of saving all or parti 
of additional income and avoiding sales: 
tax. An income tax does not allow this: 
choice. Thus the reward for additional 
effort need not be reduced as much by, 
a sales tax as by an income tax, and 
the supply of effort would be increased 
relatively. This relative increase in 
work would bring relative increases in 
the yields of other taxes in the tax sys-+ 
tem and in saving. As argued below; 
these increases in yield of other taxes 
and in saving would cause consumption 
to be a smaller proportion of nao 
income in the case of a sales tax tha 
in the case of an income tax. Hence 
an increase in sales tax rates would no 
be necessary to offset reduced tax reve- 
nue resulting from increased saving; 
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The importance of these effects can 
_ best be shown by considering the merits 
of these two forms of tax for inflation 
control in which case increased saving 
may serve as a substitute for increased 
taxes. 


Alternative Taxes for Inflation 
Control 


A general sales tax would be a more 
appropriate source of additional reve- 
nue than an increase in income tax 
during a war or similar emergency 
when inflation control would require 
(in addition to restrictions on money 
creation) higher taxes, increased sav- 
ing, and minimal disincentive effects 
on work.’ Because of taxpayer resist- 
ance to increased rates on an existing 
income tax with high yield and fairly 
high progression, the alternative to a 
regressive sales tax might very well be 
limited to an equally regressive increase 
in income tax or to an inflationary 
deficit which also would have a regres- 
sive effect.® Stated in these terms, the 
most objectionable feature of a sales 
tax, its regressivity, is no longer a dis- 

° An increase in the corporate income tax 
is not considered. The corporate income 
tax may be regarded as a supplement to the 
personal income tax so far as it is borne by 
stockholders. If shifted to consumers, as 
many authorities now believe it to be, the 
corporate income tax is, in fact, a type of 
sales tax. For a recent summary of views on 
incidence, see B. U. Ratchford and P. B. 
Han, “The Burden of the Corporate Income 
Tax,” National Tax Journal, Vol. 10 (De- 
cember, 1957), pp. 310-24. 

°TIf necessary the regressivity of a sales tax 
could be reduced or eliminated. For a con- 
sideration of the various methods, see John 


F. Due, Government Finance (Homewood: 
Richard D. Irwin, 1954), pp. 320-23. 


advantage, and its several advantages 
may be recognized more clearly. 

Another objection to the sales tax is 
that forward shifting in higher prices 
has an inflationary effect. If, as is still 
generally believed, a general sales tax 
is shifted forward in higher prices, 
further price increases might occur be- 
cause of cost-of-living escalator clauses 
in union contracts, the parity formula 
for farm-support prices, and similar ar- 
rangements. Such automatic increases 
probably would not occur in the case of 
an income tax. On the other hand, a 
sales tax is less likely to create taxpayer 
awareness (especially when levied be- 
low the retail level) and tends to be a 
relatively hidden reduction in real dis- 
posable income whereas an income tax 
is an obvious reduction in take-home 
pay. Consequently, the more obvious 
income tax might have a greater influ- 
ence on wage demands than the rela- 
tively hidden sales tax in those cases 
where there are no escalator clauses to 
bring automatic increases in wages. It 
therefore seems doubtful that any 
special inflationary effects should be 
attributed to the sales tax.’ 

On the basis of the previous analysis, 
we could expect that a general sales 
tax not only would have anti-inflation- 
ary effects similar to an income tax but 
would also provide an additional stimu- 
lus to saving and would have a less 


These 


discouraging effect on effort. 


"For a discussion of this subject, see 
Richard Goode, ‘‘Anti-Inflationary Implica- 
tions of Alternative Forms of Taxation,” 
American Economic Review, Vol. 42 (Pro- 
ceedings, May, 1952), pp. 155-58, and the 
comments by Harold M. Somers, p. 161. 
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Chart 1 


SAVING 


CONSUMPTION 


effects may be illustrated by use of 
indifference analysis.® 


* Various other methods for comparing 
sales and income taxes have been used in the 
controversy over the alleged excess burden 
resulting from distortion of resource alloca- 
tion because an excise tax on only one 
product changes consumer preference be- 
tween products whereas an income tax does 
not. For convenient summaries of this con- 
troversy and of the various techniques of 
analysis used, see Earl R. Rolph and George 
F. Break, “The Welfare Aspects of Excise 
Taxes,’ Journal of Political Economy, Vol. 
57 (February, 1949), pp. 46-54; and Milton 
Friedman, “The Welfare Effects of an In- 
come Tax and an Excise Tax,” Journal of 
Political Economy, Vol. 60 (February, 
1952), pp. 25-33. 


Chart 1 compares the effects on cor 
sumption, saving, tax yield, and th 
incentive to work of (1) an increase i 
income tax and (2) the addition of 
general sales tax to an existing incom 
tax. By working a certain number « 
hours, a particular worker would ear 
an amount of income which, after pay 
ment of the original income tax, woul 
allow him to consume ON, save ON) 
or make any combination of consum] 
tion and saving represented by the o] 
portunity line, MN. An additional i 
come tax of the amount MP=N 
would create a new opportunity lin 
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PR, parallel to MN. The optimum 
combination of consumption and saving 
would be at Qi, the point of tangency 
of PR and an indifference curve (I). 
An alternative general sales tax (in ad- 
dition to the original income tax but 
instead of the additional income tax) 
would increase the price of consump- 
tion goods but not the price of saving, 
thus forming the opportunity line MS 
instead of PR. If the division of in- 
come between consumption and saving 
were the same with either combination 
of taxes (at point Q,), tax yields also 
would be identical.? However, a higher 
indifference curve (II) could be 
reached at point Q2 by reducing con- 
sumption and increasing saving. This 
higher indifference curve would repre- 
sent the relatively more favorable (or 
less unfavorable) effect on work in- 
centives of a sales tax compared with 
an increase in income tax as alternative 
methods of supplementing an existing 
income tax. The fact that total tax 
yield would not be equal for these two 
combinations of taxes (with the same 
level of national income) is not a defect 
in the argument nor a violation of the 
basic assumption of equal yield. On 
the contrary, it is a demonstration of 


® The opportunity lines MS and PR inter- 
sect at point Qi to show that tax yields 
would be identical at this combination of 
consumption and saving. Anticipation of a 
reduction in consumption as a percentage 
of national income might suggest a steeper 
slope to MS; however, the encouragement to 
work could raise national income sufficiently 
to maintain dollars of tax collection or, as 
a minimum, raise tax revenue plus saving 
as a percentage of national income. Conse- 
quently, the sales tax and increase in income 
tax are designed to yield equal revenue only 
at Q:, the point of departure in the analysis. 


how a particular worker could avoid 
tax on additional income by saving. 

Because of the relative encourage- 
ment to additional work represented by 
the movement to indifference curve II 
in Chart 1 (showing a larger disposable 
income and thus a higher reward for 
work), relatively more work would be 
performed and more income earned. 
Let this increased income (after pay- 
ment of the original income tax) be 
represented by a new and higher oppor- 
tunity line, M’N’. The addition of a 
sales tax would reduce the opportunity 
line to M’S’. The increased income 
would be subject not only to the sales 
tax but also to the original income tax; 
likewise, previous income would be sub- 
ject to both taxes. But the new opti- 
mum combination at point Q; would 
provide a higher level of satisfaction 
(represented by indifference curve III) 
and also would have greater anti-infla- 
tionary effects because consumption 
would be a smaller proportion of total 
income. Admittedly, a different slope 
to the indifference curves or a smaller 
amount of increase in income could 
show a smaller increase in tax revenue. 
But it seems impossible that consump- 
tion would be a higher percentage of 
total income in the case of the sales- 
income tax combination than with the 
double income tax because of the 
steeper slope of the opportunity line, 
M’S’. 

Once the opportunity line between 
saving and consumption is tilted by 
exempting saving, consumption is re- 
duced and saving is increased as per- 
centages of total income. This in itself 
would have an anti-inflationary effect, 


provided that additional savings were 
borrowed by government and that busi- 
ness investment out of bank credit were 
restricted. In addition, the saving ex- 
emption would encourage more. work. 
(In the chart, MS must necessarily 
intersect indifference curve I and be 
tangent to indifference curve II which 
represents more work performed and 
income earned. Although the differ- 
ence might be slight, it would be posi- 
is made that the 
resulting increase in income would 


tive.) No claim 
raise tax revenue sufficiently to offset 
completely the reduction in tax rev- 
enue resulting from the saving-exemp- 
tion feature of a sales tax. What is 
claimed is that so long as the oppor- 
tunity line between saving and con- 
sumption is tilted by the saving exemp- 
tion (the M’S’ and MS curves), 
consumption will always be a smaller 
(and consequently saving plus taxes a 
larger) proportion of total income. 
Even though the increase in work and 
income were slight and the indifference 
curves had a different degree of slope, 
consumption would nevertheless be a 
smaller proportion of total income. 
Consequently, a greater anti-inflation- 
ary effect would result from adding a 
sales tax to an income tax than from 
increasing an income tax. 
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Conclusion | 


Although it may not be possible te 
determine, a priori, the degree to whieh 
an income tax reduces the incentive t¢ 
work, a direct comparison between : 
general sales tax and an income ta 
seems to show the sales tax to have ; 
definite advantage. A sales tax is levied 
only on consumption expenditur 
whereas an income tax is levied on a: 
of income without regard to its disposi 
tion between consumption and saving 
Consequently, the reward for additioniz 
effort need not be reduced as much | 
a sales tax as by an income tax in 
far as part of additional income 
saved. As a result, relatively mor 
effort would be supplied, more of i 
come would be saved, and yields ¢ 
other taxes would be increased. Fe 
these reasons, a general sales tax woul 
be a more appropriate source of ad 
tional revenue than an increase in ir 
come tax during a war or similar peri 
of potential inflation when it would 
desirable to increase tax revenue a 
saving with minimal disincentive effec 
on work. Greater use of the sales fori 
of tax is most often resisted because 
its regressivity, but this objection see 
inappropriate in view of past exper 
ence with war and postwar inflatic 
caused, in large part, by inadequa: 
taxation. 


Books Reviewed 


Antitrust Policies: American Experi- 
ence in Twenty Industries. By 
Simon N. Whitney (New York: 
Twentieth Century Fund, 1958. 
Two volumes: pp. xxiii, 560; x, 
541. $10.00) 

The present study, according to its 
sponsor, the Committee on Antitrust 
Policy of the Twentieth Century Fund, 
is based upon the conviction that in 
antitrust literature too much attention 
has been given to the question of 
whether there has been a violation of 
the law and too little to the effective- 
ness of antitrust actions as revealed by 
an examination of the resulting struc- 
ture and behavior of the industries con- 
cerned. The author, formerly Chief of 
the Research Department of the Twen- 
tieth Century Fund and now Chief 
Economist of the Federal Trade Com- 
mission, undertakes in these volumes to 
remedy this deficiency by means of a 
series of case studies of representative 
industries. The eight industries treated 
in the first volume include the two 
largest mineral industries — bituminous 
coal and petroleum — and one from 
each of six broad classes recognized in 
the Census of Manufactures: meat 
packing from the food and _ tobacco 
group; cotton textiles from the textile 


and apparel group; paper from the 
forest products group; chemical man- 
ufactures from the chemical, rubber, 
and leather products group; steel from 
the metals group; and automobiles from 
the machinery and equipment group. 
The treatment in each instance consists 
of a brief description of the industry, a 
section summarizing the relevant anti- 
trust actions, a section on the competi- 
tive status of the industry as reflected 
in its structure and performance, and 
a summary. The studies are fairly ex- 
tensive as compared with those in other 
collections, ranging from about 45 to 
more than 90 pages in length. 

In order to obtain a broader sample 
of industries upon which to base con- 
clusions, an analysis of “Famous Anti- 
trust Cases” is presented in the second 
volume. The industries covered are 
cast-iron pipe, tobacco products, an- 
thracite coal, aluminum, shoe machin- 
ery, motion pictures, tin cans, farm 
machinery, corn refining, cement, Pull- 
man cars, and insurance. There is also 
a long chapter summarizing the results 
of the case studies in both volumes. The 
treatment of the competitive status of 
the industries covered in Volume 2, as 
might be expected from the title of the 
volume, is incidental to the discussion 
of the antitrust cases and is briefer than 
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in the case of the industries covered in 
Volume 1. A novel and useful feature 
of Volume 2 is an appendix containing 
critical comments on each of the twenty 
case studies. An effort was made to 
secure comments from an industry rep- 
resentative and a disinterested scholar 
for each of the industries covered; how- 
ever, for seven industries it was not 
possible to secure an industry represen- 
tative and in these instances comments 
were written by a labor union econo- 
mist, a former member of a state in- 
vestigating commission, and several an- 
titrust enforcement officials. 

The author recognizes that the anti- 
trust laws constitute only one of a num- 
ber of. factors which have contributed 
to the economic growth of the United 
States and that they are effect as well 
as cause of the competitive spirit in 
this country. He summarizes the con- 
tribution of the antitrust laws as fol- 
lows: (1) they have “set up a barrier 
against the ‘cartelizing’ of American 
industry along European lines’’; 
(2) “Without the antitrust laws there 
would doubtless be more attempts to 
create monopolies, by merger or other- 
wise”; (3) they help to “maintain both 
equality of opportunity and freedom of 
entry in industry—a never-ending 
struggle in which there are bound to be 
defeats along with successes” (Vol. 2, 
pp. 436-37). 

The author and sponsoring commit- 
tee are aware of certain limitations of 
these volumes. First, available time and 
financial resources compelled restriction 
of the undertaking to a relatively small, 
though representative, sample of Amer- 
ican industries and precluded an ex- 


| 
haustive treatment of even this sample 
of industries. Second, “The impossibil 
ity of verifying results with certaintt 
and isolating the effects of the antitrus: 
laws from those of other influences op: 
erating at the same time constitutes ona 
obvious type of difficulty” (Vol. 2, p 
442). Third, “The lack of any criterii 
of satisfactory competition and of in 
dustry performance on which all could 
agree is also evident” (Vol. 2, p. 442) 
To the foregoing the reviewer woull 
add a fourth limitation which is sug 
gested by the author’s statement tha 
“this is obviously not a theoretical stud. 
of monopoly and competition. It is 
practical study of industry and nation 
policy in action” (Vol. 1, p. 13). I 
the reviewer's opinion theoretical ana: 
ysis and empirical investigation shoul 
not be compartmentalized in the mar 
ner implied in the foregoing statemen: 
The sections in the present study 
the competitive status of the variov 
industries would be more significant 
they presented the various dimension 
of market structure and business pe 
formance with a more explicit and ful! 
developed theoretical orientation. Bai 
recent pioneering work, Barriers to Ne: 
Competition, and Markham’s study 
Competition in the Rayon Industry i 
lustrate the latter approach. Despi 
the foregoing limitations, however, tl 
present volumes should be a very usef 
starting point for those who are int 
ested in further investigation of parti 
ular industries or of particular aspec 
of antitrust policy. 


Rosert W. HarpBeson | 
University of Illinois 
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BOOKS REVIEWED 


The Control of Inflation. By Jock: 
Meade (London: Cambridge Uni- 
versity Press, 1958. Pp. 52. $1.00) 
The purpose of Professor Meade’s 

lecture — delivered in Cambridge on 


March 4, 1958, at his inauguration to 


the position of Professor of Political 
Economy in the University of Cam- 
bridge — “‘is to consider how one can 
best put a stop to the inflation of 
prices.” Meade argues that 


a high level of demand is likely to raise 
prices relatively to any given level of 
money wage rates; but also by reducing un- 
employment, increasing the number of un- 
filled vacancies, raising the cost-of-living 
and raising the profitability of industry is 
likely to set the conditions in which wages 
will rise more rapidly than productivity so 
that there is a continuing inflation in the 
whole structure of money prices, money 
costs, and money incomes. 
Because inflation effects an arbitrary 
redistribution of wealth and income 
and would cause a continuous balance- 
of-payments problem for England, Pro- 
fessor Meade believes that inflation is a 
serious evil and that a real effort should 
be made to control it. He warns, 
though, that the methods used to con- 
trol inflation must not be at the expense 
of high and rising levels of production. 
Professor Meade reasons that the 
authorities can prevent rising prices by 
lowering the level of demand through 
sufficiently severe applications of mone- 
tary and fiscal restraints. A reduction 
in aggregate demand will cause a fall 
in output, employment, and profit mar- 
gins, all of which combine to soften the 
labor market and so prevent money 
wage rates from rising quite so fast. 
Accordingly there is a level of demand 
and employment sufficiently low where 
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money wage rates will rise no faster 
than productivity so that neither wage 
costs per unit of output nor prices will 
rise. Professor Meade calls this particu- 
lar level of demand and employment 
the “break-even point.” The amount 
of unemployment needed to stabilize 
prices — that is, the location of the 
break-even point — depends upon the 
extent to which producers reduce out- 
put and not prices when demand falls 
and the extent to which wages rise in 
spite of unemployment. Thus the main 
issues as Professor Meade understands 
them are, Should the government con- 
trol inflation, and if it does will the 
break-even point be reached at a sufh- 
ciently high level of employment? His 
answer to the first question is that the 
government should use monetary and 
fiscal policies ‘“‘to maintain the highest 
possible level of demand for goods and 
services compatible with the prevention 
of a precisely defined price index from 
rising above a precisely defined ceiling.” 
The suitable price index should be 
composed, Professor Meade argues, of 
the prices of all home-produced goods 
and services exclusive of imports and 
the import content of home production, 
controlled prices, and indirect taxes and 
subsidies. A rise in the price level 
above the ceiling, whether initiated by 
business or made by business in re- 
sponse to higher wage costs, would 
force a deflationary policy on the au- 
thorities. Employment and _ output 
would be forced down until the price 
level was driven back to its “proper” 
value. In answer to his second question 
Professor Meade appears to believe that 
the amount of unemployment society 
must suffer in order to secure stable 
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prices could be reduced to a not un- 
satisfactory level partly by informing 
labor unions and management of the 
size of productivity gains and, there- 
fore, of the amount wage rates could be 
increased without causing more unem- 
ployment, and partly by measures de- 
signed to increase the mobility of labor. 

So long as full employment and price 
stability are incompatible goals, Pro- 
fessor Meade believes society would be 
better off choosing stable prices and a 
certain amount of unemployment rather 
than full employment and _ inflation. 
This reviewer would imagine that his 
recommendation will find little support 
among economists simply because Pro- 
fessor .Meade failed to show, or even 
directly argue, that the social cost of a 
full employment rate of inflation is 
greater than the cost to society of keep- 
ing a part of its resources idle. That is, 
even though he did argue that inflation 
is an evil he did not show it to be the 
greater evil, and thus his argument in 
favor of price stability is unconvincing. 
The reason for Professor Meade’s fail- 
ure at this point in his argument is 
that he did not succeed in uncovering 
any of the social costs of inflation, if 
indeed there are any to uncover, which 
he could then have compared with the 
well-known and easily measured social 
cost of unemployed resources. If such 
a comparison were possible then Pro- 
fessor Meade could have selected the 
preferred social goal, or the lesser evil, 
on a basis that would have won wide 
support. However, in the general ig- 
norance of the existence of any social 
costs due to inflation, it appears some- 
what uncareful of Professor Meade to 
so readily recommend that society ac- 


cept an unknown amount of ea | 
ment in preference to full employme 
and a steady rate of inflation. 
Professor Meade closes his lectun 
with a concise discussion of some « 
the problems connected with con 
trolling the level of aggregate demana 
—a matter of vital importance to th 
implementation of his recommendation 
Pau WELLS | 
University of Illinois 


And Mark an Era—the Story of th 
Harvard Business School. By Melvii 
T. Copeland (Boston: Little, Brow) 
and Company, 1958. Pp. xvi, 368 
$6.00) 

The Harvard Business School ha 
just celebrated its fiftieth birthday. II 
spite of its monolithic appearance, | 
has been a particularly fluid organize 
tion, able and willing to experimen 
and insistent on working toward ai 
ideal in education for business that he 
not yet been achieved. Because of i: 
quest for improvement, it is bound 
be one of the most misunderstood inst 
tutions in the field of education f¢ 
business. ‘This misunderstanding is du 
largely, I believe, to the fact tha 
alumni and former staff members a1 
scattered widely among the schools < 
business — each remembering the Ha: 
vard Business School as it was when | 
was at Soldiers Field, static in a chanj 
ing world. 

It is well that the story of the Bus 
ness School should be told, and it 
particularly appropriate that Doc Cop) 
land, a member of the staff for 44 
the fifty years, should tell this story. 

The Harvard Business School gre 
out of discussion starting in 1898. Fi 
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_ ten years, committee discussions shaped 


° 


and reshaped the concept of a school 
which would depart from the academic 


_ traditions of the library and the liberal 
_ arts and which would cope directly with 


the education of young men for careers 
in business. There was no philosophy 
of education to attract a new concept 
of a school. There was the general and 
rather vague feeling that young men 
were more and more going into busi- 
ness rather than into the professions as 
they were graduated from Harvard. 
President Charles W. Eliot, Professors 
Archibald C. Coolidge, Frank W. Taus- 
sig, Edwin F. Gay, William B. Munro, 
Albert Bushnell Hart, and A. Lawrence 
Lowell were prominent in formulating 
the original plans for the new Business 
School, which finally opened as a 
graduate school in 1908, taking what 
basement rooms it could in Harvard 
Yard. 

At first, the concept of education for 
business was that of preparing young 
graduate students for particular busi- 
nesses: lumbering, accounting, banking 
and finance, railroading, and so on. 
Courses were to be practical and busi- 
ness-related. Lecturers were to be busi- 
nessmen when possible. Edwin F. Gay, 
newly appointed to a full professorship 
at Harvard as an economic historian, 
was the new dean. (In this day of rapid 
change, it is interesting to realize that 
the Harvard Business School, in _ its 
fifty years of existence, has had only 
four deans.) 

Dean Gay started with the concept 
that the new school should teach under 
the problem method — though about 
all he could say was that there should 
be ample discussion in the classes. By 


1920, Professor Copeland had produced 
the first case book, and the school was 
launched firmly in the use of the case 
method of teaching the fields of 
business. 

At the first, the Business School was 
a subordinate part of the Division of 
History, Government, and Economics. 
But the practical nature of work at the 
Business School soon caused the pro- 
fessors in the Yard to lose interest. The 
first five years of operation were years 
of shoestring financing. Enrollment was 
low, and business had not yet come to 
recognize the inevitable kinship it had 
with the school. Small gifts were all 
that kept the school afloat. 

When the school was established, 
there were few adequately trained 
faculty members available. The small 
faculty had to start learning what it 
was trying to do. It started two trains 
of thought which have been central in 
the development of the school. The 
first was the search for a suitable ap- 
proach to the teaching of admuinistra- 
tion apart from the training of students 
to follow particular lines of business. 
The second was the search for ade- 
quate research approaches to business 
administration. 

Throughout the history of the school, 
tuition moneys have always been spent 
on instruction. Research and other ob- 
jectives have had to be financed from 
grants of one kind or another. When 
the school was established, it had a 
total operating budget of $28,927. 
Over the years, it has grown in size and 
in scope till its current budget is some- 
thing in excess of $4 million. It has 
grown in breadth till it offers leadership 
in various fields of education for busi- 
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ness and in business research. At pres- 
ent, it offers one of the most extensive 
programs for preparing students for 
business careers and of providing teach- 
ers of business with terminal degrees. 
A step-by-step account of how the 
school rose to its present stature can 
better be followed from the book than 
from a review. Our present concern 
might be to consider what factors made 
this progress possible. 

It may be inferred, from And Mark 
an Era, that there were several specific 
conditions which made this remarkable 
achievement possible. The first of these 
is Harvard’s policy of budgetary and 
curricular independence for specific 
schools. The Harvard Business School 
has never had to yield portions of its 
income to support less-favored branches 
of the university. It has been able to 
solicit its own funds and to build up its 
own endowments. Thus, it has been 
able to appoint its own faculty without 
the handicap of internecine jealousies. 
Second, its faculty, throughout the 
years, has been an able faculty, strong- 
minded, with a sense of mission, and a 
feeling of adventure. Third, it has had 
splendid administrative leadership. Its 
four deans have been men of courage, 
conviction, ané imagination. Yet this 
type of leadership would have been 
largely wasted had the school not en- 
joyed the degree of independence it 
has had. Fourth, the planning and 
the deployment of faculty at the school 
have been bold. The successive ad- 
ministrations of the school have never 
hesitated to assign manpower to a 
project if the project was regarded as 
desirable. These four administrations, 
in other words, have been willing to 


undertake risk for the sake of improve- 
ment of program. . 

Could other schools of business hope 
for as great an accomplishment? Only, 
I believe, if the four conditions that 
have been important in the growth of 
the 


present. 


Harvard Business School were 
LAWRENCE C. LocKLEY 
University of Southern California 


The Sources of Invention. By John 
Jewkes, David Sawers, and Richard 
Stillerman (London: Macmillan. 
and New York: St. Martin’s Press. 
1958. Pp. xii, 428. $6.75) | 

This book has two very different 
parts. The first and main one, evi- 
dently by Professor Jewkes, economist 
at Oxford, is aimed at belittling and 
casting doubt upon the inventiveness 
of the corporate laboratories, with some 
attention to the inventive problems ot 
monopoly and big business; it fails tc 
convince the reader. The second part 
by another English economist, Sawers 
and chiefly by Stillerman, a Chicagc 
attorney, contains “Summaries of Case 
Histories” of fifty important invention: 
from the last sixty years, alphabetically 
arranged, from automatic transmission 
to the zipper, with further and olde 
inventive history elsewhere. This par 
is highly factual, well documented, anc 
attentive to foreign inventors, and cat 
well serve divers students of inventior 
and history. 

The motive for combining these tw: 
dissimilar parts is to use the case his 
tories to prove the generalizations o 
the first part, above all its contentio: 
that the laboratories have been over 
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rated. The attempt fails for a number 
of reasons: 


(1) We have no evidence or even 
assertion that the inventions cited were 
not selected to prove that thesis. In- 
vention is a thing so utterly diverse 
that instances could be found to sup- 
port any contention. Statistics are 
needed, to embrace the whole truth, 
but are rarely used in this book. There 
are only seven brief tables from British 
and American sources on funds and 
personnel for organized research and 
development, classified by 
and size of firm. 

(2) The case histories and the whole 
book exclude for the most part vast 
classes of modern inventions, viz., the 
military ones (which, as in such fields 
as aviation, rockets, navigation, and 
metallurgy, constantly interchange with 
civil technology) ; agricultural, medical, 
and other governmental inventions; 
discoveries in physics and chemistry, 
cultivated in close connection with in- 
vention, for which they provide a base 
that may be almost sufficient; and all 
trivial inventions not part of a big one 
cited — though trivial individually, they 
are so vastly numerous as to be im- 
portant for the total picture. 

(3) Although the aim of the work is 
to explain contemporary invention, the 
main instances cited go back as much 
as 60 years, and others 190 years. How 
could such a procedure prove anything 
against the modern laboratory system, 
whose great efflorescence dates back 
only a generation? Our ancestors made 
inventions without laboratories. Does 
that prove, or even tend to show, that 
the modern laboratory is not a better 
way to do it? 


industry 


A basic reason why Jewkes fails to 
establish his thesis, or to impress us by 
his constant belittling of the labora- 
tories, is that he has chosen a noneco- 
nomic definition of invention, which 
makes impossible any reliable statistics. 
He seems to define invention as the 
first clear grasp of a new idea for 
practical and nonmilitary ends, which 
physical kernel, in the course of time 
and after vast development labors, may 
become thought of as the core of some- 
thing spoken of as one important in- 
vention, called by one name, for ex- 
ample helicopter. Who is to be called 
“the inventor” of this device at least 
five centuries in the making? And 
whether it is to be called one invention 
or a hundred does not concern him, 
any more than whether the new roto- 
dyne is a helicopter, inasmuch as it 
takes off as one and then flies as an 
autogiro for better speed. 

Incipient great ideas their 
value; but patent experience proves 
they are constantly being duplicated, 
wherefore no individual’s embryonic 
idea is indispensable. The development, 
which Jewkes excludes, which takes 
1,000 or 100,000 times as much work 
and money, is the main economic essen- 
tial in the inventive process. And this 
is done in the laboratories, overwhelm- 
ingly. 

Avoiding statistics, Jewkes has to rely 
instead on historical cases, which the 
reviewer has found variously mis- 
handled, and on deductive reasoning 
from the established principles of 
classical economics. Unfortunately such 
reasoning can prove things only when 
the case is simple or when quantifica- 
tion is supplied. Take, for example, the 


have 


question that puzzles Jewkes for many 
pages, whether the great or smaller 
firms or monopoly, oligopoly, or compe- 
tition, are best suited to encourage in- 
vention and development. There are 
some deductive reasons why the few 
large companies should do better than 
the many small ones, especially the fact 
that the large companies can put their 
discoveries to more and quicker use, 
without uncertain patents. On the 
other hand there are economic prin- 
ciples, and also historical instances, 
pointing to more successes by the many 
small than by the few large. We find 
weights in both pans of the balance, 
and if we have no statistical quantifica- 
tion, how can we say which way the 
balance will tip? The reader is af- 
forded little more than good mental 
gymnastics using the principles of eco- 
nomics and is left like Omar Khayyam 


who 
.. . heard great argument 


About it and about, but evermore 

Came out by that same door where 

in I went. 

We are left after all simply with the 
personal opinion of these three authors 
that the laboratories have been over- 
rated. Since many experts cited have 
thought otherwise, we are forced to ask 
if the three present authors have any 
higher competence. We find nothing 
special, except in classical economics 
(Jewkes), and in the history of inven- 
tions (Stillerman). Since, for lack of 
supporting scientific evidence, we are 
obliged to evaluate a man’s opinions, 
we ought to examine them for prej- 
udices. There seem to appear all 
through Jewkes’s chapters biases away 
from war and government, and in 
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favor of old-style, competitive, small- 
scale private enterprise, and also in 
favor of British ways. . 

Other writers on the social controls 
of invention are not used nor cite 
extensively, and on its psychology 
scarcely at all. 

Little is said about patents, and that 
little is highly critical. “It is almost 
impossible to conceive of any existing: 
social institution so faulty in so many, 
ways” (p. 253). Yet no proposals are 
made, except the addition of public 
awards for inventors and retention of 
patents “so long as nothing better can 
be suggested for the purpose.” If the 
authors would take off their blinders 
for a minute, they might perceive in 
use abundant substitutes for patents — 
inventions by government (which is as 
prolific as the private sector) and by 
trade associations, foundations, ana 
universities; tax benefits; suggestior 
systems; trade marks; sale of know- 
how; secrecy; and monopoly. Paten: 
statistics are also here condemned; bui 
they can be used intelligently. 

In fine, we find scant value ir 
Jewkes’s work, but much in Stiller: 
man’s well-documented and detailec 
case histories of inventions. 


S. C. GILFILLAN 


Chicago, Illinois : 


The American Stockholder. By J. A 


Livingston (Philadelphia: J. P 
Lippincott Company, 1958. Pp 
290. $4.95) 


This highly entertaining and inform 
ative book is written by the well-know: 
Financial Editor of the Philadelphi 


Bulletin, whose syndicated columi 


alii 


“ow 
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“The Business Outlook” appears three 
times a week in more than sixty news- 


“papers across the country. Mr. Liv- 


ingston’s purpose in writing the book 
is perhaps best summed up _ in his 
remark: “This book will have served 
a social end if it accomplishes one 
thing: Puts the stockholder in his 
proper place” (p. 16). 

At the outset the author reviews for 
his readers the historical, or quasi- 
theoretical, role of the stockholder in 
a system of “people’s capitalism.” His 
objective in doing this seems to be that 
of building a model of reference for the 
central chapters of the book, which deal 
in considerable detail with major depar- 
tures, particularly of the last 25 years, 
from this established “norm.” The 
author acknowledges and utilizes the 
realistic fact that stockholder rights 
today vary among individual stock- 
holders and groups of stockholders and 
according to stockholders’ purposes. 
Nevertheless, he analyzes the evolution, 
the depth, and the present potency of 
three primary rights possessed by the 
“average Joe and Jane Stockholder.” 
Summarily these are: 

(1) The right to throw the officers and di- 


rectors — the management — out of 
the corporation by electing new di- 
rectors. 


The right to sue officers and directors 
for misuse of powers, gross misman- 
agement, fraud, or dishonesty. 

The right to sell his stock, which 
means throw himself out, at which 
point he ceases to be an owner. (pp. 
40-41) 

In his analysis of the primary rights 
of the present-day stockholder, Mr. 
Livingston makes generous use of 
names and incidents in corporate finan- 


(2) 


(3) 


cial history. Unfortunately, specific ex- 
amples are given quite general appli- 
cation, leaving one with the feeling that 
the entire process of change in the role 
of the American stockholder is caught 
up in less than half a dozen really im- 
portant social issues. However, in mak- 
ing these uncomplicated, perhaps justi- 
fiable, conclusions, the author has 
adopted a new focus for his causal 
forces. The corporate form of organi- 
zation as such has given way to the 
large shareholders, particularly banks, 
trusts, pension funds, insurance com- 
panies, and institutional investors. This 
is a bit difficult to follow in transition, 
especially since the next group of 
chapters takes up the changing role of 
the American stockholder as primarily 
generated by the management of the 
large corporation itself. 

The well-known militant shareholder, 
Lewis D. Gilbert, is the central char- 
acter in two chapters devoted to a dis- 
cussion of what Gilbert first termed 
“corporate democracy.” Here Mr. Liv- 
ingston examines the implications for 
the American stockholder in this widely 
accepted legal solecism. He begins by 
pointing out that corporations are not 
democracies at all. They are plutoc- 
racies in that shareholders vote in 
accordance with their stake in the com- 
pany rather than as individuals, as is 
implied in democracy. But whereas the 
few truly militant shareholders such as 
the Gilberts and the Sosses have ren- 
dered useful service for all shareholders 
as “stirrers-up and gadflies,” the less 
erudite corporate democrats of today 
are often guilty of confused reasoning. 
Specifically, according to the author, 


these people confuse stock ownership 
(in which the shareholder is just one 
among many owners) with full propri- 
etorship, which makes the owner and 
the manager of a business the same 
person. It is quite likely that Mr. Liv- 
ingston comes as close to putting “the 
stockholder in his proper place” at this 
point as he does at any other place in 
his very engaging book. 

Stockholder relations form the sec- 
ond major vantage point from which 
the author depicts the changing role of 
the American stockholder. With the 
thesis that a corporation’s stockholders 
get only limited attention from top 
men in management, Mr. Livingston 
again employs highly interesting bits of 
financial history to make his point. The 
New York Central Railroad fight is 
recounted in considerable detail. Robert 
Young, with his convincing flair for 
public relations, emerges as the victor, 
if not the hero. In contrast, the pro- 
cedures used by General Electric and 
the Scott Paper Company in conduct- 
ing annual meetings and other facets 
of stockholder relations are cited as 
better examples of enlightened top 
managements. Stockholder relations in 
these corporations are apparently 
viewed as a form of marketing opera- 
tion in that wide distribution of com- 
pany stock means customers. 

A myopic business vision is cited as 
the primary reason for the mild suc- 
cess of such investor organizations as 
the Investors League, United Share- 
holders of America, and the Federation 
of Women Shareholders in American 
Business. Evidence for this contention 
is seen by the author in the fact that, 
as joiners, stockholders recognize no 
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common bond except pleasure when 
the market is rising and displeasure 
when the dividends are cut. This, the 
third approach to a defense of his gen- 
eral thesis, is Mr. Livingston’s least 
determined presentation. His examples 
of the works of Mrs. Wilma Soss, Ben+ 
jamin A. Javits, and the late B. CG! 
Forbes lead one to feel that perhaps th 
greatest potential for improving the 
individual stockholder’s place in our 
American society lies within the gen; 
eral framework of formal organizations 
such as those described. 

Mr. Livingston turns his attention im 
the last six chapters of the book to out: 
standing historical examples of proxy 
battles and securities manipulations, tc 
legislation, to institutional investors, tc 
the evolution of major operating rules 
at the New York Stock Exchange, anc 
to a philosophical summary of forces a‘ 
work in the remolding of the role ot 
the American stockholder. 

In juxtaposition to an elaborate dis. 
cussion of the proxy battle for contro 
of the New York Central Railroac 
Company and of the “unusual” detail: 
of the more recent Ford stock sale, Mr 
Livingston presents the large institu 
tional investor and his interests, influ 
ences, and attitudes in bold, startlins 
relief. Maintaining that the institu 
tional point of view is fairly standard 
ized (“Harmony on boards of director 
is more important than the critica 
stimulus of argumentation,” p. 162) 
the author cites a number of ways i 
which small shareholders benefit fror 
the activities of their larger counter 
parts. Nevertheless he concludes, wit 
particular reference to the Ford famil 
maneuver, that “The institutions figur 
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that when managerial sclerosis’ sets in, 


they will diagnose it first and get out. 


So they do not rise up in protest against 


a voting power which is paper power, 


sham power — which was devised in 
consultation with the New York Stock 


Exchange to permit listing but not oust- 


ing. That is the materialistic meaning 
—the pragmatism — of the Ford flo- 
tation” (p. 177). 

In placing the “Big Board” in per- 
spective with regard to the changing 
role of the American stockholder, the 
author once again cites outstanding 
historical incidents. In active pursuit of 
more information for shareholders, im- 
proved quality and comparability of 
financial information, and _ increased 
protection of stockholders’ rights, the 
New York Stock Exchange has realized 
its aims only partially and with some 
difficulty. Such shameful disclosures as 
Mr. Livingston sets forth with regard 
to Orlando F. Weber and his Allied 
Chemical and Dye Company, Daniel 
Drew’s outwitting of Commodore Van- 
derbilt and the resultant “Erie Rule,” 
the sale of Dodge Brothers debentures 
by Dillon, Read and Company and the 
resultant “Read Rule,” and the Ivar 
Kreuger Rule serve to convince the 
still-skeptical reader that the individual 
American stockholder’s ‘role’ should, 
itself, be definitely established as a 
reality before one starts to defend it. 

The provisions and general effective- 
ness of the Securities Act of 1933 and 
the Securities Exchange Act of 1934 
are the final objects of analysis in Mr. 
Livingston’s book. Although the author 
does not provide very much original 
insight in this discussion, he does take 
the opportunity to point out recent 


legislative attempts to correct at least 
two major disparities in the sale of 
securities. One has to do with the 
securities of banks and trust companies; 
the other concerns companies whose 
securities are traded in the over-the- 
counter market and hence are not listed 
on an organized exchange. Although 
the 1949 Frear Bill and the 1957 legis- 
lation offered by Senator Fulbright 
have failed to become law, the author 
concedes that the legal structure which 
today serves the American stockholder 
has much to commend it. 

In his summary of the forces at work 
in the remolding of the role of the 
American stockholder, Mr. Livingston 
is at his best. He depicts the permanent 
corporation and the transitory stock- 
holder as end products of a two-toned 
morality in business conduct. Execu- 
tives of corporations use one set of 
morals in dealing with the outside 
world and a second set of morals in 
dealing with shareholders. Through the 
power of the corporate purse, and 
while treating their stockholders as poor 
relations, the corporate power of today 
may well stand at the threshold of 
becoming synonymous with grab-bag 
morality. To curb this tendency of the 
American stockholder-citizen to destroy 
his own good fortunes, Mr. Livingston 
would challenge his readers to create 
a countervailing moral force. And 
though he offers no panacea to this 
end, the author decries the irrationale 
of executive compensation; the tax- 
sheltered elite; and executive pay which 
precludes employment of effective men 
in government. 

Rosert E. Hit 
University of Illinois 
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Economic Development. By Charles P. 


Kindleberger (New York: Mc- 
Graw-Hill, .1958%. Pp) xitij (325: 
$6.50) 


This volume in the Economics Hand- 
books series is “Designed first of all 
for students, . . . useful in the ever- 
growing field of adult education, and 
. of interest to the informed 
To an extent, the 


alsor. . 
general reader.” 
book lives up to these diverse aims. It 
covers the subject from all possible 
angles, discussing various and often 
conflicting theories with remarkable 
impartiality. The exposition, while 
giving evidence of having been written 
by a man who is at home with the 
jargon of the professional economist, 
should for the most part be intelligible 
to the interested layman. 

There is, however, serious question 
whether anyone will find it profitable, 
let alone interesting, to get through the 
early chapters, which read somewhat 
like an encyclopedia of all the ideas 
ever expressed on the subject of eco- 
nomic development. Greater discrim- 
ination in choosing the views really 
worth discussing, and in discarding 
others, could have improved this por- 
tion of the book considerably.’ 

The first chapter of the book outlines 
the organization to be followed and 
also discusses national income as an 
indicator of economic development. 
Chapters 2-5 deal with the factors of 
production — land, capital, and labor 
—as well as technology and entrepre- 
neurship. Chapters 6-13 are concerned 
with domestic conditions that can help 
or retard development, including eco- 
nomic, political, and sociological fac- 
tors. Lastly, Chapters 14-17 are de- 


voted to the international aspects of 
the problem, such as foreign trade, 
borrowing from abroad, and relations 


and cooperation with other countries 
generally. 

On the whole, Mr. Kindleberger is 
careful to avoid careless, unsubstanti- 
ated generalizations, but there are a 
few statements that are hard to accept 
at face value. For instance, on page 73, 
the author objects to . 


the application of Keynesian economic 
analysis needed for developed countries ip 
periods of unemployment to underdevel- 
oped countries to which the quantity- 
theory analysis of full employment more’ 
truly applies. | 
This view will be regarded as highly, 
controversial by most economists and’ 
certainly should not be stated in a book: 
of this type without further explanation 
or justification. | 

Another example of such a sweeping: 
statement that can hardly withstand 
serious analysis can be found on page 
156, with reference to the movement 
of surplus agricultural workers to in- 
dustrial areas: | 


If the marginal productivity of these work- 
ers in agriculture has been zero or close to 
it, removing them from the land raises per 
capita income in the agricultural sector. 
Output is unchanged, but it is shared by 
fewer people. If the increased per capita 
income of farmers is spent now on the 
goods newly produced by the previously un- 
employed workers, these latter will be able 
to buy food, as the surplus food on the 
farms is sold for cash. Their only gain is 
the dubious [?] one of becoming self-sup- 
porting. [Apparently the gain to those re- 
maining on the farm mentioned above is 
not considered sufficient by the author te 
justify the change. | 

On the other hand, if the farmers decide 
that they would like to use their additiona 
income to increase their consumption o| 


Peg 


even do this well. 
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food . . . the formerly unemployed do not 


Their appetites may 
grow because of working, but less food is 
available to them. 

One might think, at this point, that 
the author had never heard of interna- 
- tional trade! 

Another unwarranted generalization 
is Mr. Kindleberger’s emphasis, espe- 
cially in Chapter 13, on the economic 
value of investment in capital goods, 
while largely overlooking the tremen- 
dous potential economic advantages in 
greater investment in health and educa- 
tion. A different aspect of the same 
misplaced emphasis appears when pro- 
gressive taxes and higher wages are 
discussed. It is pointed out at length 
that these will inhibit capital formation, 
but the fact that they may well contrib- 
ute to the formation of a better edu- 
cated and healthier population, which 
will consequently also be more produc- 
tive, is almost entirely ignored. 


The main virtues of this text are that 
no important aspect of economic de- 
velopment is ignored, that many differ- 
ent approaches to the various problems 
are explored, and that, especially in 
the closing chapter, the author makes 
a particular effort to keep us from mak- 
ing glib conclusions. We are therefore 
left with a healthy appetite for further 
exploration in this vast and important 
area, which is as it should be. 

Lastly, it might be mentioned that 
the style and even the sentence struc- 
ture in this volume leave much to be 
desired. If economists cannot always be 
expected to be great masters of the 
English language, they might at least 
take advantage of the opportunity for 
division of labor by hiring a competent 
editor. 

MarIANNE ABELES FERBER 
Champaign, Illinois 
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